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Taxation Section 
Edited by J. A. L. Gunn, F.1.c.a. 


TaxaTION BY UniTep KinGpom oF Divipenps REcEIvep By UNITED 

. Kincpom REsIpENTS FROM AUSTRALIAN COMPANIES 

| As pointed out on pp. 107-108 of the April, 1947, issue of the journal, 
n the coming into force of the agreement between the United Kingdom 

and Australia, the relief given by the United Kingdom in respect of 
idends received from Australian companies is governed by the Finance 
0.2) Act of 1945. 

In the case of ordinary and participating preference shares, the United 
ngdom credit will take into account, in addition to any Australian tax 
yable by shareholders in respect of the dividends, the Australian taxes 

other than war-time (company) tax) payable by the company on profits 
t of which the dividend is paid. In the case of participating preference 

hares, the above concession applies only to a dividend in excess of the 

ipulated fixed rate. 

In the writer’s original request to London for advice, he suggested that 
effective rate of Commonwealth tax would, using an over-simplified 

kample, be calculated in the following manner: 

| Taxable income of Australian private company .. ........ £4,286 
Commonwealth income tax payable—£4,286 at 6/- in £ .. .. 1,286 


Balance distributed to two English shareholder companies .. 3,000 
Commonwelath taxes payable by English companies— 
ee cs: ad chasse ay Ae <o oe An oe *6 ON 450 


‘Surplus in hands of shareholders .. .. .. .. .. -. «. «- «- £A2,550 


The sum of £4,286 has borne Australian taxes to the extent of £1,736 
1,286 + £450), and the effective rate should therefore be 8-1s. in £. It 
clear that the effective rate is not 9s. in £, as 6s. is calculated with 
Berence to £4,286, whereas the dividend tax of 3s. in £ is calculated with 
frence to £3,000, not £4,286. In this view, it seemed that the United 
mgdom ought to levy tax on a gross dividend of £4,286 (converted into 
plish currency), and to allow a tax credit on the gross dividend at 
the United Kingdom rate or the Australian rate (8:1s. in £), which- 
tt was the lower. ' 
However, the writer was advised that the above was not the method 
would be adopted by the United Kingdom in granting relief for 
Stralian tax, and that the correct procedure was as set out in pp. 
¥-108 of the April, 1947, issue of the journal. The writer worked out 
lerous examples illustrating the above-mentioned procedure. Before 
ication, the examples were sent to London for verification, and an 
afance was received that they were correct. 
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Soon after publication, the Explanatory Memorandum on the Income 
Tax Assessment Bill of 1947 was issued by the Commonwealth Treasurer, 
On pp. 87-89 of that document there appear three examples illustrating 
the credit to be allowed by the United Kingdom, the second and third of 
which are at almost complete variance with the examples published in the 
April, 1947, issue of the journal. The writer sent both sets of examples 
to London for submission to the Chief Inspector of Taxes, and advices have 
just been received that the Chief Inspector regards both the Treasurer's 
Memorandum and the examples given by the writer as incorrect. The 
writer deeply regrets any inconvenience he may have caused readers, but, 
as explained above, he did everything in his power to ensure the accuracy 
of his examples, and the news of London's reversal of its previously 
expressed opinion has been received with dismay. 

in order to appreciate the position, it is necessary first to publish the 
Treasurer’s three examples. There seems to be no dispute concerning the 
accuracy of the first example, which deals with an Australian branch of an 
English company, but its publication is necessary as it contains information 
upen which the two succeeding examples are based. 

The preliminary note and first two examples read as follows: 

“The following examples illustrate the method of calculation of the tax 
credit in respect of Australian tax to be allowed by the United Kingdom 
against United Kingdom tax payable on— 

(1) trading profits derived by an Australian branch of a United King- 

dom company ; 

(2) an ordinary dividend paid by an Australian company to a United 

Kingdom company ; 
(3) an ordinary dividend paid by an Australian company to a Unitel 
Kingdom individual shareholder. 

The calculation of the credit and its allowance to United Kingdom tax- 
payers is a matter entirely for the United Kingdom Inland Revenue 
Authorities. 

EXAMPLE 1 
Trading profits (and taxable income) derived from Australian 
sources by an Australian branch of a United Kingdom non- 
i aC bc se ah de 66 oe Ke OF Se 06. 06 45 


Ordinary income tax assessed thereon at 6s. in the £ .. 
Super tax assessed on the excess of the taxable income over 
Saee se Epmee OR Re. We Gee bw oe ce 0s ce 46 ue oe 
Further tax levied under Part IIJA on that portion of the 
taxable income which has not been distributed as dividends— 
co”, ere 
Ordinary tax and super tax .. ; 5 


Less further tax paid, say .. . 
4,250 


Less dividends paid out of the taxable income 
of the year of income before the expiration of 
9 months after the close of that year, say .. 


Amount subject to further tax .. 
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Rate of further tax, 2s. 
Amount of further tax payable .. .. .. .. .. .. 2... 275 


Total Australian ordinary tax, — tax and Part IIIA tax . 
NUD 64 M6 65 we -6u 08 45 oe oe ow ce tee ce te ee «6A 


United Kingdom tax—£10,000 at 9s. in the £.. .. .. .. .. £4,500 
Deduct credit for Australian tax .. .. . eT eee eee 3,525 


Net United Kingdom tax payable .. .. .. .. .. .. .. .. £975 


Notes : 

(a) If the company were liable to war-time (company) tax, credit in 
respect of that tax would be allowed by the United Kingdom against 
national defence contribution and excess profits tax (if any). 

(b) If the company were'a private company, credit in respect of any 
additional tax assessed under Division 7 of Part III of the Act 
would, in addition to the ordinary income tax, be allowed by the 
United Kingdom against United Kingdom income tax as in the case 
of Part IIIA tax. 

EXAMPLE 2 

Where an ordinary dividend is paid by an Australian company to a 
United Kingdom company, the agreement provides tht the United King- 
dom will allow, up to the level of its own tax on the dividend, a credit of 
the aggregate of the Australian tax (other than war-time (company) tax) 
payable on the profits used to pay the dividend and the Australian tax 
levied directly on the dividend. 

Assuming that the dividend of £3000 referred to in Example 1 were 
paid to a United Kingdom company which is subject to United Kingdom 
fax in respect thereof and is not engaged in trade or business through a 
permanent establishment in Australia, the dividend would, in effect, be 
assessable to Australian tax under paragraph (3) of Article VI in the 
hands of the United Kingdorh company at the rate of 3s. in the £. Subject 
to section 46 (2A) of the Act, super tax would also be payable if the 
dividend exceeded £5,000. The dividend of £3.000 would be ‘grossed-up’ 
inthe United Kingdom to include the tax paid by the Australian company 
m the profits distributed and subjected to United Kingdom tax in the 
lands of the recipient company at the rate of 9s. in the £. 


Dividend, £3,000, ‘grossed-up’ by the addition of the tax paid by the 
company on the profits used to pay the dividend— 


10.000 
a £4,444. 
6,750 
(¢ £10,000 less ordinary and super tax, £3,250 = £6,750.) 
Income tax on £4,444 at 9s. in the £ . 


Credit allowed by the United Kingdom i in respect of Austwalion 
tax— 
Tax imposed directly on the dividend, £3,000 at 
3s. in the £.. .. : 
Tax on the profits used to pay ‘the dividend, 
£4,444 — £3,000 . 


United Kingdom tax payable... .. .. 2... 2. ce ee ee ee ee 
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The amount of £4,444 represents the profits required before dedug. 
tion of ordinary income tax and super tax to pay a dividend ¢ 
£3,000. As only half the profits bore super tax, only one-half of the 
dividend would, for this purpose, be regarded as having borne super 
tax. 

Ordinary tax on £4,444 at 6s. in the £.. . 

Super tax on £2,222 at Is. in the £.. .. 


Total tax on profits of £4,444 used to pay the dividend .. 


If the dividend were a participating preference dividend of say | 
per cent., representing a fixed rate of 7 per cent. and 3 per cent 
further participation in profits, the credit to be allowed by th 
United Kingdom against the United Kingdom tax payable in respeq 
of the dividend would be ascertained in accordance with the pri- 
ciples set out herein except that in the process of ‘grossing-up’ only 
the tax paid by the company on the profits required to pay a dividenf 
of £900 (3% x £3,000) would be allowed as a credit by the United 
Kingdom in addition to the Australian tax paid directly on the totd 
dividend of £3,000. In this case the tax paid on the profits used t 
pay the dividend in excess of the fixed rate would be xs x £1,444= 
£433. 

If the dividend were paid by the Australian company out of profit 
which had borne Part IIIA or Division 7 tax, the dividend woul 
be ‘grossed-up’ by the amount of the Part IIIA or Division 7 tay 
as the case may be, attributable to the profit used in payment of t 
dividend, and the tax credit which the United Kingdom will b 
required to allow would be increased by a similar amount.” 


Comments on Example 2 
At the outset, it should be observed that, for the purpose of clarity, ti 


exchan 


ge difference in United Kingdom and Australian currency has bee 


ignored in the Treasurer's examples. The same course has been follow 
in the under-mentioned comments. 

The Treasurer’s example ignores the tax under Part IIIA on unéi 
tributed income. With respect, the writer agrees that this is as it sho 
be, because the dividend of £3,000 was not paid out of a sum which 
borne Part IIIA tax— ‘ Distributed Undistributed 

Taxable income .. .. .. .. .. £4,444 £5,556 

Ordinary income tax .. .. .... 1,333 1,667 


£3,111 £3,889 


fr 111 139 


£3,000 £3,750 


Dividend paid... .......... 3,000 Nil 


Nil £3,750 


Deduct Part IITA tax paid dur- 
ing year in respect of previous 
year’s income .. 


Tax 


at 2s. in £ under Part IIJA levied on 
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However, London has ruled that tax under Part IIIA (and, presumably, 
tax under Division 7—private companies) is taken into account in calculat- 
ing the effective rate of Australian tax. 

In addition, the direct Australian tax on the dividend must also be 
brought to account in calculating the effective rate of Australian tax. 
According to the first advices from London, this rate was to be ascertained 
by dividing the direct Australian tax by the dividend. According to the 
latest advices, the divisor for this purpose should be the gross income, as 
was originally suggested by the writer. 

The effective rate of Australian tax is therefore calculated as follows: 

Taxable income of Australian company .. .. .. .. .. .. .. £10,000 

Taxes payable on above income— 

Ordinary income tax .. .. .. .. «2 «2 «2 -- £3,000 
EE TEE ao 08 46. 60 S0 oe 46 06 00 $0 be oe 250 
Se OE he 6s. We. Oa. 60. 60 b0. 06,4600 00 275 


Residue . 


The Commonwealth company rate is therefore £3,525 ~ £10,000 = 
705s. in £. 

The dividend of £3,000 must be grossed at ae = £4,633, viz.: 
Fund out of which dividend segues A gat pu" ea 
Taxed at 7:05s. in £. ‘ a abt ml 


Dividend . 
The dividend of "£3,000 was taxed at 3s. in .. 


Residue in hands of English shareholder company .. .. 


The sum of £4,633 has borne Australian taxes to the extent of £2,083 

£1,633 + £450), so that the Australian rate is 8-992s. in £. 

The method of arriving at the Australian rate has been calculated in a 
ewhat elaborate manner in order to illustrate the principles involved in 
lating the effective rate in respect of the tax on the dividend, but, in 

actice, the same result will be achieved by deducting the direct Australian 

ax (£450) from the amount of the dividend (£3,000) and grossing the 
sum (£2,550) in the following manner: 
£3,000 grossed at 10,000_ oa £4,633 
6,475 
Less: Direct tax— 
£3,000 at 3s.in£...... 
Indirect tax— 
4,633 
To.000 o% GARE « os 
2,083 = 8-992s. 


I ss nd ee newt en se 06 6h:00 ue, Se 


i United Kingdom tax payable by the shareholder company is 9s. 


Th net dividend of £2,550 must be grossed at either the United King- 
effective rate (9s.) or the Australian rate (8°992s.), whichever is the 
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£2,550 grossed at 8:992s. = £4,633. If 
United Kingdom tax on £4,633 at 9s. in £.... .. .. £2,084 17 9 taxes 
Credit will be given at the lower of the two rates— 

£4,633 at 8992s. in £.. .. 


Net United Kingdom tax payable .. .. .. .. .. .. .. £1 17 0 

According to the Treasurer’s Explanatory Memorandum, the net United 
Kingdom tax payable is £105. This is accounted for by the fact that Part 
ILIA tax was not brought to account in calculating the Commonwealth 
company rate. Using the Treasurer’s method of calculation, the above 
example would appear as follows, i.e., if Part IILA tax had been so brought 
to account: 

i PE 60 me beck. ve i608 e600 Kel de avy Se 

Credit— 

ee ee £450 


ee SP we. be ae 00 ee ox oe anes Se 
— 2,083 0 0 


Net United Kingdom tax payable .. .. .. .. .. .. £1 17 0 
The decision of the Inland Revenue Authorities to bring to account tax 
on undistributed income in calculating the company rate to be applied to 
all dividends paid out of the profits of the year will produce some curious 
results if applied to a private company. 


Example : 


Taxable income of private company .. .. 
Commonwealth ordinary income tax at 6s. in £ . 


Dividend paid within 9 months after close of year of income 
taxed at 5s. in Zé .. +e Wa We oe ed Slee Sh 


Balance subject to tax under Division 7 .. .. .. .. .. .... 
£5,000 taxed at, say, 9s. iné .. 


Residue distributed later exempt from tax under s.107 .. .. 


Distributed within Not so 
9 months distributed 


‘emeeee MON... ns ence cccs ss £7,143 
Commonwealth ordinary i income tax 857 2.143 





£2,000 £5.000 
Tax on undistributed income .. .. 2,250 





Dividends paid .. .. .. £2,000 £2,750 
Commonwealth tax on dividends ce 500 Nil 





Sout GD ks 6c. ks ee as we ce: Ge £2,750 





Commonwealth rate .. .. .. .. .. 9°Ss. 12:-3s. 
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If each of the dividends were treated as having borne their appropriate 
taxes, the effective rate of Australian tax on the dividend of £2,000 would 
be 9:5s., and the rate on the dividend of £2,750 would be 12-3s., which, 
with respect, is as it should be. Under the United Kingdom practice, the 
position would be: 

Cr a 

Less taxes: Ordinary income tax .. .. .. .. .. .. £3,000 

Se 6d 6s 66 00 00 de we'sd Ee 
5,250 


Paid in dividends of £2,000 and £2,750 .. .. .. .. .. .. .. £4,750 


Dividend of £2,000: 
10,000 
£2,000 grossed at “4,750 = £4,210 
Less: 
Direct tax—£2,000 at 5s... .. .. .. 
Indirect tax— 


4,21U > 
uo. Oe GE st 00 we en 4 


Australian rate = £2,710 + £4,210 = 12-87s. 


Dividend of £2,750: 
- 10,000 
£2,750 grossed at “4,750 = 
Less: 
STONE 5. dic ok sa eu ee ea Ba we 
Indirect tax— 
7¢ 
57-0 oF £5,250 .. 


10,0Uu 
3,040 


£2,750 


Australian rate, £3,040 ~— £5,790 = 10-50s. 


Thus, under the United Kingdom practice, the effective rate of Aus- 
tralian tax on the dividend of £2,000 is 12-87s., and the rate on the dividend 
of £2,750 is 10-50s., which, as the ancients say, is absurd. 


EXAMPLE 3 

The following is a copy of Example 3 which appears on pp. 88-89 of the 
Treasurer’s Memorandum: 

“If the dividend of £3,000 referred to in Example 2 were paid by an 
Australian company to a United Kingdom shareholder being an individual 
who is subject to United Kingdom tax in respect thereof and is not engaged 
trade or business through a permanent establishment situated in Australia, 
the dividend would, under the provisions of paragraph (3) of Article VI, 

subject to one-half Australian tax in the hands of the shareholder. 

In the new Part IIIB, which is being inserted in the Act to give the 
Agreement the force of law in Australia, provision is made for the 
‘<ertainment of the Australian tax payable by an individual in respect of 
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the dividend, and in cases where paragraph (3) of Article VI applies the 
Australian tax payable by the shareholder will be one-half the tax ascer. 
tained in accordance with the provision in the new Part. 

The United Kingdom would ‘gross-up’ the dividend of £3,000 to £4,444 
as explained in the preceding example and subject the ‘grossed-up’ dividend 
to United Kingdom tax. 

United Kingdom tax on ‘grossed- ed dividend of £4,444 .. .. £1,924 

United Kingdom sur-tax .. .. . re 387 

Total United Kingdom tax .. .. . os 20 oe oe ae = 

Less credit in respect of the Australian tax 

imposed on the profits of £4,444 used to pay 
the dividend: 
Ordinary tax on £4,444 at 6s. 
the £. er "£1,333 
Super tax on n £2, 222 at Is. in the £ . lil 
£1,444 0 0 
Full Australian tax imposed directly 

on the dividend of £3,000 at 

1945-46 rates: 

£3,000 at property rate of 

144:1167d. inthe £.. .. £1,801 9 

Social services contribution 

OG DG. Gh Ge & ue ce ve 112 10 


£1,913 19 
One-half Australian tax im- 


posed directly on the dividend 956 19 
956 19 0 


£2,400 19 0 


Credit allowable by the United Kingdom against the United 
Kingdom tax on the dividend = £2,400 19s. reduced to 
£2, 311 as seapeaiiane the United oe % tax — 
thereon .. .. 


United Kingdom tax payable in respect of the dividend .. 


For purposes of clarity, the exchange difference in Australian and 
United Kingdom currency is ignored.” 


Comments on Example 3 
In the above example, the Treasurer assumes that, in every case, the 
Australian dividend is grossed at the Australian rate. This is not the 
position. The dividend is grossed at either the United Kingdom effective 
rate or the effective rate of Australian tax, whichever is the lower. 
The United Kingdom effective rate is calculated as follows: 
Dividend received") (ignoring difference in exchange) .. .. £3,000 
Deduct personal allowance (unmarried) .. .. .. .. .. .. 110 


—_ 


£2,800 


——— 
— 


(1) For the purpose of calculating the effective rate of United Kingdom tax, th 
Australian dividend is the amount actually received before deducting Commonweal 
tax payable by direct assessment. 
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United Kingdom income tax— 
PME ds 6) oe cc be ee os £7 10 


Ce es ae ee es aig 22 10 
DO M-Es, ck wtp Mb eb ee: we 1,244 5 


£1,274. 5 £1,274 5 0 


Sur-tax— 

ee sie ae winks, wie. aah Aad. aie. ea Nil 
DE EE id ik ewe ah ww: be! Oh £50 O 
500 at 2s.6d. .. .. 2. os oe os 62 10 


£112 10 112 10 O 





£1,385 15 0 


United Kingdom effective rate is therefore ee = 9-245s. 
The Australian effective rate is— 
: 10,000 
£3,000 grossed at O45 = £4,633 0 O 
Lees: Erect Gee 2k ok ks oe ae £956 19 O 
Indirect tax® .. .. .. 4... 1633 0 0 
—_———._ 2,589 19 0 


£2,043 1 9 


. £2.589/19/.- 
stra — —————__——— = 11 F 18 . 
Australian rate 74,633 Ss 


As the Commonwealth rate (11:18s.) exceeds the United Kingdom rate 
(9:245s.), the dividend is grossed at the United Kingdom rate, and credit 
is given at that rate: 

alate 20s. 
£2,043 (not £3,000) grossed at 9:245s. (40-7555. = £3,799. 
United Kingdom income tax— 


Dividend grossed at United Kingdom effective rate .. 
Deduct personal allowance .. .. .. .. .. .. «sss 


I a ok oe ile oe £7 10 
Eo. ae Se he Ke te ae 22 10 
ee oc a os oe Me oe ws 1,603 16 


£3,68 £1,633 16 £1,633 16 0 








(1) Vide Treasurer’s example. These have been calculated at 1945-6 rates. For 
the purpose of comparison, these rates have been retained in the above ca‘culation. 


(2) Vide comments on Example 2. 
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Nil 

ed Ob Si OK be 50 £50 0 

Be GE BOGE, oe 40 20 ce we've 62 10 

Foe Ge GAS ew 46: os. din we ee 139 16 
£3,799 £252 6 252 6 6 


£1,886 2 § 
Less credit for Australian tax—£3,799 at 9:245s. .. .. 1,756 1 9 








Net United Kingdom tax payable .. .. .. .. .. .... £130 0 9 


= 


It is certainly an odd system which, on the one hand, purports to give 
full credit for the tax levied at the source and, on the other hand, seeks to 
extract some tax in cases where the tax at the source exceeds the tax 
imposed by tiie country of residence. This strange result is brought about 
in the following manner: 

Tax is levied by the United Kingdom on the sum by 

which the grossed-up dividend (£3,799) exceeds the 
actual dividend (£3,000) at the following rates: 
Income tax £799 at Qs. 
Sur-tax 799 at 3s. 6d. 


£799 at 12s.6d. = £499 7 6 
Whereas credit is given in respect of the sum of £799 


at 9:245s. 369 6 9 
£130 0 9 











Notwithstanding the above position, the English system is very much 


fairer than the Australian system, in that the former recognises in the 
shareholders’ assessments the primary taxes paid by companies on profits 
out of which dividends are paid. 

The following further examples deal with dividends received by United 
Kingdom shareholder companies from Australian companies. In_ these 
examples the dividends have been converted into English currency. 


Taxation by United Kingdom of dividends received by United Kingdom 
company from Australian wholly-owned subsidiary where subsidiary 
is a non-private company 

The status of the Australian subsidiary company will depend on the 
status of the English parent company. If the parent company is not 4 
“private company,” as defined by s. 103 of the Commonwealth Act, then 
the Australian company is “a subsidiary of a public company” (within the 
meaning of s. 103 (2)(b)) and the Australian company is not therefore 
a private company. 

A non-private company is subject to the following taxes: 

(a) Ordinary income tax on the whole of its taxable income at 6s. in £ 

(b) Super-tax of Is. in £ on its taxable income in excess of £5,000. 

(c) War-time (company) tax at graduated rates, less any super-tax 

payable, vide (b). Thus, in effect, the company pays (b) or (c), 
whichever is the greater. 

(d) Tax at 2s. in £ on its undistributed income. 

The following example illustrates the incidence of the above taxes: 
Assume the “capital emploved” by the company for the relevant year is 


£50,000, and that its “taxable income” is £10,000. 





iary 


n the 
not 4 
then 
in the 
refore 


in £, 
100. 
r-tax 


 (c), 
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(a) Ordinary income tax— 
£10,000 at 6s. in £. 
(b) Super-tax— 
£10,000 less £5,000 = £5,000. 
eee OO EG. OE nw ae dew. ows 
(c) War-time (company) tax— 
Taxable income . 5 eas aie 
Less ordinary income tax pay able .. .. .. 


Taxable profit . “s 
Deduct 5 per cent. of capital employed ed 
(£50,000) .. .. ‘< ‘ 


8 per cent. of £50,000 = £4,000 at ~—e + we 
Excess £500 at 54% .. .. . be 


Less Super-tax .. .. 


(d) Undistributed profits tax— 
Taxable income .. .. es 
Less: Commonwealth ordinary ‘in- 
come tax payable .. .. .. £3,000 
Super-tax payable .. ..... 250 
War-time (company) tax 
payable .. . ao 
Undistributed profits tax gin 
Assumed to be .. .. .. .... Nil 


£5,650 at 2s. in £.. 


In the above example, the combined rates of Australian tax 

follows : 

(a) If company makes a sufficient distribution within six 
months (being a resident) of the close of the year of 
income— 

Ordinary income tax . 
Super-tax .. .. 


Rate = £3,250 + £10,000 = 6'5s. in £. 

N.B.: As in most instances the taxable income of a non-private 
company exceeds £10,000 the effective rate, whilst always less than 
7s., is closer to that rate than 6°5s. 

(b) If company does not make a sufficient distribution within the 
prescribed period— 

Taxes as above... .. .. eo ee'ee'de os we cs ee'ce 

Tax on undistributed income .. .. .. .. .. .. see 565 


£3,815 
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Rate = £3,815 + £10,000 = 7-63s. in £. 

N.B.: Credit is not given by the United Kingdom for war-ting 
(company ) tax paid by a company in calculating the relief in respeg 
of a div.dend included in a United Kingdom assessment ; heng 
war-time (company) tax has been excluded in calculating the above 
rates. 

As the Australian company is a wholly-owned subsidiary of the Unite 
Kingdom company, any dividends paid by the Australian company ar 
exempt from Commonwealth tax (Art. VI (2)). 

United Kingdom income tax is calculated as follows: 

(a) The effective rate of Commonwealth tax payable by the compam 

would be— ) 

(i) If the company distributes—6:5s. in £. 

(ii) If the company does not distribute—7.63s. in £. 

(b) The effective rate of United Kingdom tax is 9s. in é. 

(c) The Australian dividend will be grossed at the Un.ted Kingdom 
effective rate (9s.) or at the Commonwealth rate (6°5s. or 7°63s,), 
whichever is the lower. 

(d) Relief is granted at either (1) the Commonwealth rate (6:5s, ot 
7 63s.) or (2) at the United Kingdoin effective rate, whichever js 
the lower. 


I. Where company distributes. 


Maximum dividend 
Taxable income for Commonwealth purposes .. .. .. 
Less taxes (other than undistributed profits tax) .. 


Assume whole of balance distributed as a dividend .. 
Dividend £Aust.5,650, less exchange . 


20 
£4,520 grossed at 6:5s. as 


£6,696 at 9s. in £.. . a iar £3,013 4 0 
Less Credit for Australian tax—t£6, 696 at 6: . ae 2,176 4 0 


Net United Kingdom tax payable .. .. .. .. .. £837 0 0 


II. Where company does not distribute. 
Maximum dividend 
Taxable income for Commonwealth Purposes .. .. .. 
Less taxes .. 


Assume whole of balance distributed as a dividend .. 
Dividend £Aust.5,085, less exchange .. 


20) 
£4,068 grossed at 7°63s. aa _¢ oe 


£6577 at 9s. im £.. . a £2.959 13 0 
Less Credit for Australian tax—£6, 577 at 7. 635. . 2509 26 


DROME cite rtinocitinvnwnw. ae 


$$$ 
—— 
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The following is a statement of the residues in the above examples: 
I II 

Where company 

Where company suffers undis- 

distributes tributed profits 

within distri- tax and later 

bution period. distributes. 

Profit .. .. «. «+ «+ «+ «+ «+ £Aust.10,000 £Aust.10,000 
Australian taxes .. .. .. 1... 4,350 4,915 


Residue before deducting United 
Kingdom tax (assumed to be 
paid as dividend) .. .. .. .. £5,650 £5,085 


Converted into Sterling .. .... - £4,520 £4,068 
Net United Kingdom income tax 837 450 


EE ko a0 os G0 #6 <0 oe £stg.3,683 £stg.3,618 


The above example shows that there is slightly less total taxation where 
the Australian subsidiary fully distributes its distributable income within 
the prescribed period. 

If, however, it is intended that the Australian profits shall remain 
indefinitely in the hands of the Australian subsidiary, i.e., without capi- 
talisation or distribution, they will not be subject to English income tax 
and consequently the residues in the example would be £3,683 (where a 
company fully distributes within the prescribed distribution period) and 
£4,068 (where the company makes no distribution of its profits). 

Where, however, it is intended to make a distribution, it is preferable 
todo so within the prescribed distribution period. The advantage, how- 
ever, is not great. In the above example it is only £3,683 —£3,618 = £65. 
This difference is brought about by the fact that two unequal distributions 
have each been reduced by an even sum represented by the war-time 
(company) tax payable, £1,100. But for the presence of this tax the 


position would have been: 
Where company Where company 
does not suffer suffers 
undistributed undistributed 
profits tax. profits tax. 


Taxable income .. .. .. .. .. £Aust.10,000 £Aust.10.000 
Australian taxes .. .. .. 2... 3,250 3,815 


Dividend .. .. 1: 2. cs cco oc £Aust.6,750 £Aust.6,185 





Commonwealth rate .. .. .. .. 6°5s. 763s. 
Dividend converted into sterling £stg.5,400 £stg.4,948 
Grossed at a Ge ae 2s £8,000 7:63s. £8,000 


United Kingdom tax at 9s. in £ £3,600 £3,600 
Credit for Australian tax— 
im aa al 2,600 
£8,000 at 763s... .. .. .. 3,052 
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Net United Kingdom tax pay- 

able .. .. £1,000 
Add undistributed profits tax— 

£Aust.565 .. .. ‘ -~ 


£stg.1,000 £stg.1,000 

Thus, in the last example, the residue in the hands of the parent com. 
pany would be the same whether or not the company suffered undistributed 
profits tax. 

If it is intended to capitalise the profits by the issue of bonus shares, and 
the Australian company follows the procedure adopted by the particular 
company in /.R. Comrs. v. Blott [1921] 2 A.C. 171, the United Kingdom 
company will not be subject to United Kingdom income tax in respect of 
the value of the bonus shares. Where such a bonus share distribution is 
made within the prescribed distribution period, the whole of the undis- 
tributed profits tax (in the above example £565) will be saved. 


Where United Kingdom parent company assessable to United Kingdom 

income tax on profits of Australian subsidiary 

The foregoing examples are based on the assumption that a United 
Kingdom parent company is taxed in the United Kingdom only in respect 
of dividends paid to it by the Australian subsidiary and not on the total 
profits of the subsidiary. Under the English law a person residing in the 
United Kingdom is taxable under Case 1 of Schedule D on the whole 
profits of a trade which he carries on in the United Kingdom, even if the 
trade is only in part carried on in that country. If, however, the trade of 
a United Kingdom resident is carried on entirely outside the United 
Kingdom, he is taxable under Case V of Schedule D only in respect of 
that portion of the profits which he receives in the United Kingdom. 

Applying the above rules to the case of an Australian subsidiary of a 
United Kingdom company, if the business of the Australian subsidiary is 
controlled by the United Kingdom company, then “the head and seat and 
directing power” of the subsidiary is situated in the United Kingdom and 
the trade of the subsidiary is carried on, at least in part, in the United 
Kingdom. Consequently, the United Kingdom company is assessable under 
Case I on the whole of the profits of the business conducted by the 
Australian subsidiary. Mere ownership, however, of all the shares, or 
large proportion of the shares, of an Australian subsidiary will not of itsel 
make the profits of the subsidiary the profits of the parent company so as 
to render the latter liable to United Kingdom income tax thereon (Kodak 
Ltd. v. Clark (1902) 4 Tax Cas. 549; Gramophone and Typewriter Co. 
Ltd. v. Stanley (1908) 5 Tax Cas. 358; Egyptian Hotels Ltd. v. Mitchell 
[1915] A.C. 1022, 6 Tax Cas. 542). 

The principle to be applied is stated by Lord Sumner in Egyptian Hotels 
Ltd. v. Mitchell [1915] A.C. at pp. 1039-1040; 6 Tax Cas. at pp. 550-551, 
as follows: 

“Where a resident in the United Kingdom is proprietor of a profit- 
earning business wholly situate and carried on abroad, he is chargeable to 
income tax under Case V of Schedule D, if he takes no part in earning 
those profits, and if he takes any part, is chargeable under Case I. This 
is true whether the proprietor is a natural or an incorporated person; 
whether he takes part in earning the profits in his own person or only by 
agents or servants. The question is whether the profits are wholly of 
partly earned from a business wholly or partly carried on in the United 
Kingdom. If he takes a part at home in earning the profits, its importance 
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relatively to that. taken by his agents abroad does not matter, nor does the 
jiability to be charged under Case I depend on active interference. Control 
exercised here over business operations abroad, though they are far greater 
in volume or magnitude, will suffice for Case I (San Paulo (Brazilian) 
Rail Co. v. Carter |1896] A.C. 31; 3 Tax Cas. 407). So, too, will 
mere oversight regularly exercised, even though actual intervention never 
becomes necessary, everything abroad going smoothly without it (Ogilvie 
y. Kitton (1908) 5 Tax Cas. 338). Some actual participation in carrying 
on the trade is necessary, though it may not go beyond passive oversight 
and tacit control. It is not enough that the proprietor merely has the legal 
right to intervene: otherwise Colquhoun v. Brooks ((1889) 2 Tax Cas. 
490) would have been otherwise decided; for there the respondent was 
entitled to intervene at any time, though in fact he never did so, but took 
his share of the profits just as they happened to be earned by those in 
control abroad.” 

Thus, where the United Kingdom parent company, has the power to 
control the management of its subsidiary but where in fact it takes no 
part in the actual management or conduct of the business such as dictating 
prices or making contracts, the United Kingdom assessment is under Case 
V. This is a.question of fact for decision by the Special or General 
Commissioners. The courts will not interfere with a finding by the Com- 
missioners unless they are satisfied that there was no evidence before the 
Commissioners upon which that finding could be reached. (New Zealand 
Shipping Co. Ltd. v. Thew (1922) 8 Tax Cas. 208.) 

Where the United Kingdom assessment of the United Kingdom parent 
company is under Case I, i.e., on the profits of the Australian subsidiary, 
the calculation of the taxable income of the subsidiary will be made in 
accordance with the United Kingdom law. This may vary somewhat 
from the taxable income for Commonwealth purposes, particularly where 
depreciation or wear and tear allowance is involved. The United Kingdom 
effective rate is calculated by reference to the taxable income included in 
the United Kingdom assessment and the Commonwealth effective rate by 
reference to the taxable income included in the Commonwealth assessment. 
Credit is then given at the lower rate on the lower taxable income. 
Example 1: 

United Kingdom Assessment. 
Taxable income of Australian subsidiary cal- 
culated in accordance with U.K. law ..  £stg.11.000 
PEE 65 Sc 94 06 66 54°00 €0 00 90,000 


Total taxable income .. .. .. .. .. .. .. £stg.101,000 


£101,000 at 9s. in £ .. ... . £stg.45,450 
Less: Credit for Australian tax — Taxable 

income of Australian subsidiary as 

calculated under Commonwealth Act 


Commonwealth effective rate, 
say 10° 166s. 
Credit £A12,000 = £stg.9,600 
(lower taxable income) at 9s. 
COPET COUR) wn. ce as oo te 00 4,320 


Net U.K. tax payable .. .. 2. 2. 2. 20 oe £ste.41.130 
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Thus, although the Commonwealth rate is higher than the United 
dom rate, the profit of the Australian subsidiary has borne additional Unity 
Kingdom income tax amounting to £stg.630, viz. : 

a PM ne be 00 26 56 os af om Oe, oa 
U2. credit—£9,000 at 9B. ow ok 5c cc te eee 


Example 2: 
United Kingdom Assessment. 
Taxable income of Australian subsidiary calculated in 
accordance with U.K. law—#£11,000 at 9s. in £ .. 
Less: Credit for Australian tax— 
Commonwealth taxable income £A15,000 


Commonwealth effective rate, 8s. 
Credit £stg.11,000 (lower than Commonwealth tax- 
able income = £A15,000 = —- at 8s. 


(lower rate) . 
Net U.K. tax payable on profit of Australian subsidiary .. 


Example 3: 
United Kingdom Assessment. 
Taxable income of Australian subsidiary—£11,000 at 9s., 
ar eee re 
Less: Credit for Australian tax— 
Commonwealth taxable income £A15,000 


Commonwealth effective rate, 11s. 
Credit £11,000 at 9s. .. .. 


Net U.K. tax payable on profit of Australian subsidiary .. 


Taxation by United Kingdom of dividends received by U.K. company 
from an Australian non-private company which is not a 
wholly-owned subsidiary 

This class of case differs from the case of a wholly-owned subsidiary in 
that dividends paid by the Australian cothpany to a U.K. shareholder 
company are subject to Commonwealth income tax and super tax, reduced 
by one half. 


Example: 
Taxable income .. .. .. oo 
Commonwealth ordinary income e tax—£20, 000 at 6s. 
inZ£. 
Super- tax—£15, 000 at Is. “<4 mA 
War-time (company) tax, less super- tax, ‘say . 


The company makes a full distribution within the 
prescribed period so that it is not liable to undis- 
tributed profits tax .. .. 


Commonwealth company rate of tax: 


£6,750 ~ £20,000 = 6:75s. 
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Out of the distribution of £11,250 a U.K. company receives a dividend 
of £Aust.7,500. As the Australian company is not a wholly-owned sub- 
sidiary, the U.K. company is liable to the following amount of Common- 
wealth tax on the dividend: 


Commonwealth ordinary income tax—£7,500 at 6s. in £ .. £2,250 


Super-tax—#£7,500 — £5,000 = £2,500 at Is. .. .. £125 
Less rebate under s. 46 (2A)—#£2,500 at Is... .. .. 125 


( Dividend: taxable income of shareholder com- 
pany : : X : taxable income — £5,000. 
ee 3:83: :2h : BK = 
£2,500. ) 


Commonwealth tax payable by U.K. shareholder 
company—One-half of £2,250 = 


The Commonwealth rate is therefore: 


20,000 
£Aust.7,500 eee oe le 
us grossed at 7, 13.250 ‘mao 
bess Dorect (0K... ...<. ss ee 0% 


ee a 
(3) 4946 


(4) £6,375 


The effective rate of U.K. tax is 9s. in £. 

The Australian dividend will be grossed at the United Kingdom effective 
rate (9s.), or at the Australian rate (8°74s.), whichever is the lower. 

The net dividend of £Aust.6,375 = £stg.5,100 will therefore be grossed 

(20) _ 49,059 
at 8 74s. 11 26 ’ . 

Relief is granted at the United Kingdom effective rate (9s.) or the 
Australian rate (8°74s.), whichever is the lower. Relief will therefore be 
granted at 8-74s. in £. 

Se ED cy ny dy dae ou ae ae os oe ee ce |e 


£9,059 at 9s. in £ 
Less credit for Australian tax—£9,059 at 8:74s. .. 3,958 15. 0 


Net United Kingdom tax payable .. .. .. .. .. .. £117 16 0 


¢ 
4 


Taxation by United Kingdom of dividends received by U.K. company 
from Australian wholly-owned subsidiary where subsidiary is a 
private company 


A private company is subject to Commonwealth ordinary income tax at 
6s. in £ on its taxable income. In addition, it is liable to tax under Division 
7 of Part III on its undistributed income. This tax is calculated by 
ascertaining what increased tax the individual shareholders would have 


{) Taxable income £20,000 less ordinary income tax (£6,000) and super-tax (£750) = 
£13,250. 

®) £11,321 at Commonwealth company rate 6:75s. = £3,820/16/9. 

(3) Commonwealth rate of tax £4,946 =~ £11,321 — 8-74s. 

Dividend £7,500 after deducting direct tax £1,125 = £6,375. 
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paid if the undistributed amount had been paid to them as a dividend og 
the last day of the year of income. Where another company is interposed 
between the taxpayer company and these individual shareholders, the 
Commissioner may (a) assess what the interposed company would hay 
paid if it had received the dividend (s. 104), and (b) assess what extra 
tax the individual shareholders of the interposed company would have paid 
if the undistributed amount had been paid as a dividend by the taxpayer 
company to the interposed company, and the interposed company had, ia 
turn, distributed that sum to its individual shareholders (s. 105). Where 
the interposed company is a resident, the tax payable under (a) is nil 
because the notional dividend would be taxable and rebateable at 6% 
(s.46). But, if the interposed company is a non-resident of Australia, it 
is not entitled to the rebate provided by s. 46, with the result that it would 
pay tax at 6s. on the dividend. (N.B.: The “total exemption” and “half 
tax” concessions provided by the Agreement in respect of actual dividends 
do not apply in calculating the tax on a notional distribution under s. 104 
and s. 105.) In addition, the Commissioner can assess under s. 105 on the 
notional distribution by the interposed company to its individual share- 
holders (Cadbury-Fry-Pascall Pty. Ltd. v. F.C. of T. (1944), 3 A.LLT.R 
156). To avoid such obvious double taxation, the Commissioner has ruled 
that, where the interposed company is a non-resident, tax under Division 7 
will be assessed against the taxpayer company on the notional distribution 
to the non-resident shareholding company at 6s. in £, and that no further 
tax will be levied under s. 105 in respect of the sum so assessed under 
s. 104. 

It follows from the above that, if the Australian company is a wholly- 

owned subsidiary of a U.K. resident company,— 

(a) Australian tax will be payable at 6s. in £ on the subsidiary com- 
pany’s taxable income. 

(b) If the subsidiary distributes its distributable income within six 
months after the close of the year of income, the parent company 
will pay no Australian tax on the actual dividend. 

(c) If the subsidiary does not distribute its distributable income within 
the prescribed distribution period, the Commonwealth tax will be 
levied on the undistributed amount at 6s. in £ (not 3s.). 


It is clear that there is a saving in total taxation if the subsidiary com- 
pany fully distributes. 

The United Kingdom tax payable where a subsidiary company fully 
distributes its distributable income is illustrated by the following example: 


CO PP eS ee ee ee ee ee 
Commonwealth ordinary income tax payable at 6s. in £ . 9,000 


Dividend not subject to Commonwealth tax .. .. .. .. £21,000 
—_— 


£Aust.21,000 = £stg.16,800. £16,800 grossed at 6s. = £24,000. 


U.K. Assessment— 


ES ee 
Less credit for Australian tax—£24,000 at 6s... .. .. .. 7,200 


ee ee ee 


ed 


If the company does not distribute, the position will be: 
EDU 64 <a <6 au He: 46 96-00. 60-00 bsc we: 0g 





THE AUSTRALIAN ACCOUNTANT 


- Commonwealth yew income tax payable at 
6s. in £. £9, 
Division 7 tax pid on last year’s ’s undistributed 


amount, say . be 06 65 be 68 06 6808 FO 4,800 — 
— 13, 


I i Ss a. Set ie ik we ee we £16,200 


Division 7 tax payable on £16,200 at 6s. = £4,860. The Commonwealth 
tax payable on the profit of £30,000 is £13,860 (£9,000 + £4,860). The 
Commonwealth company rate is therefore 9 24s. 

If a dividend of £16,140 (£30,000 — £13,860) were paid, it would not be 
subject to Commonwealth tax. It would be fully rebateable under s. 107, 
and would be exempt under the Agreement. 

£Aust.16,140:= £stg.12,912, grossed at 9s. (U.K. rate, which is less 
than Commonwealth rate, 9:24s.) = £23,476. 

U.K. Assessment— 

£23,476 at 9s. in £ . saa e0 Se 
Less credit for Australian ‘tax—£23, 476 at Qs. in s. oe 10,564 


Siok TUK. Geet SEED 5 oc we oe 00 00 00 00 20 40 00 0 Nil 


The U.K. parent company and its subsidiary have borne the following 
taxes on a taxable income of £Aust.30,000 = £stg.24,000: 
Where company— 
Distributes Does not distribute 
By subsidiary company: 
Australian tax— 
£Aust.9,000 .. .. .. .. ..  £stg.7,200 Nil 
EAust.1SB00 . 2c cc de 08 Nil £stg.11,088 
6s bd din 66 ee Wao we Nil Nil 
By parent company : 
Ca see en «0: se Nil Nil 
ae eee 3,600 Nil 


£10,800 £11,088 


oOo 


In favour of distributing: £stg.288. 


Taxation by United Kingdom of dividends received by U.K. company 
from Australian private company which is not a wholly-owned 
subsidiary 
Assume the same set of facts as appear in the last preceding example, 
except that the Australian company is not a wholly-owned subsidiary. In 
that event, a dividend payable to a U.K. shareholder company will be 
taxed at 3s. in £. For the sake of comparison, assume, however, that the 

whole of the distributable — is paid to the U.K. company: 
Taxable income .. .. .. oo co oe os) 6=SAust 30000 
Commonwealth ordinary income tax payable oe én ‘ow Be 9,000 


Dividend subject to Commonwealth tax at 3s... .. .. £21,000 
ee ED 94 is 46-06 oe 60°80 6c o0 66 0 @6 3,150 


EEE PE ee ae ee ee ee 
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The Australian rate is therefore £12,150 — 30,000 = 8:ls. 

The net dividend £A17,850 == £stg.14,280 will therefore be grossed at 
8-1s. in £ = £14,280 x 20 = £24,000. 

U.K. Assessment— 


£24,000 at 9s. .. .. ee 
Less credit for Australian tax—£24, 000 ‘at 8: 1s. per ape hea 9,720 


—_—_—__.. 


8 ee ee ee a eee £1,080 


nd 


If the company does not distribute, the position will be: 
£Aust.30,000 


Taxable income .. .. 


Commonwealth ordinary | income tax payable at 
hs es oo ce «6 


Division 7 tax pai id on last year’ s undistributed 
re Ha 


4,800 


Division 7 tax payable on £16,200 at 6s. = £4,860. 


The Commonwealth tax payable on the profit of £30,000 is £13,860 
(£9,000 + £4,860). The Commonwealth company rate is therefore 9°24s. 

If a dividend of £16,140 (£30,000 — £13,860) were paid wholly and 
exclusively out of the undistributed amount of £16,200, it would be fully 
rebateable, i.e., exempt from Commonwealth tax under s. 107. 

£Aust.16,140 = £stg.12,912, grossed at 9s. = £23,476. N.B.: The 
U.K. rate is less than the Commonwealth rate, 9:24s. 


U.K. Assessment— 


£23,476 at 9s. in £ . ee 
Less credit for Australian tax—£23, 476 at Qs. pi, ate thee, shad 10,564 


Net U.K. tax payable .. 1 wg 2. 6. ee ee ee ee ee ee ee ee 


The U.K. company and the Australian company have borne the following 
taxes on a taxable income of £Aust.30,000 = £stg.24,000: 
Where company— 
Distributes Does not distribute 


By Australian company : 
Australian tax— 


BPRS oc cc 0s oe £stg.7,200 
CLD 4. «+ os s< <> £stg.11,088 
A See ee Nil Nil 


By U.K. company: 
Australian tax— 
i 2 re A Nil 
SE ia a0 Ws oe We 8 Oi ,08 Nil 


£11,088 


In favour of distributing : 





0,564 
0,564 
Nil 


wing 
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Superannuation Benefits 
Death Duties (N.S.W.) 
By O. E. Bercer, A.I.c.A. 


Spencer Isles was an employee of C. C. Wakefield & Co. Ltd. in 
Australia. He was a member of the company’s non-contributory Super- 
annuation Pensions Fund. The company effected three assurance policies 
on the life of Isles in the name of the trustees of the fund, as follows: 


(a) Two Life Assurance Policies assuring the payment on his death of 
certain capital sums; 

(b) One Deferred Annuity Policy ensuring a pension upon reaching 
the retiring age of 60 years, or earlier on the ground of ill-health. 


Isles would have reached normal retiring age in 1952 and, had he lived, 
he would have drawn a pension from 1952 onwards. He died on 3rd 
April, 1944. The Prudential Assurance Co. Ltd. paid to the trustees of 
the fund the proceeds of the three policies mentioned above, totalling 
£1732/16/2. Isles, by his will, gave everything to his wife, and accordingly 
the trustees of the fund, in turn, paid the proceeds of the policies to the 
widow, as the legal personal representative. 

The Commissioner of Stamp Duties (N.S.W.) included the proceeds 
from the three policies in the dutiable estate of the deceased employee, by 
virtue of s. 102 (1) of the Stamp Duties Act, or alternatively by virtue of 
s. 102 (2) (a) of the same Act. The executrix, being dissatisfied with the 
assessment, requested the Commissioner to state a case for the opinion of 
the Supreme Court. Held, that the deceased employee had authority to 
dispose of the policy moneys as he thought fit for his own benefit by will, 
and he did in fact so dispose of them; hence they were caught by both 
ss. 102 (2) (a) and 102 (2)(j). 

S. 102 of the N.S.W. Stamp Duties Act provides that for the purposes 
of the assessment and payment of death duty the estate of a deceased person 
shall be deemed to include— 

“ ... (2) (a) all property which the deceased has disposed of ... . by 
will... . including a will... . made in the exercise of any general 
power of appointment. . 

(2)(j) any property over or in respect of which the deceased 
had at the time of his death a general power of appointment.” 


S. 100 “defines ‘general power of appointment’ as including any power 
or authority which enables the donee or other holder thereof .. . . to appoint 
or dispose of any property . . . . as he thinks fit for his own benefit, whether 
exercisable by instrument inter vivos or by will or otherwise... .” 

The decision in Re Estate of Spencer Isles (Deceased) (1946), 63 W.N. 
(N.S.W.) 196, seems to lay down the principle that, for purposes of 
N.S.W. death duty, superannuation and like benefits are property to be 
included in the dutiable estate of a deceased person, if the moneys are 
property which the deceased could dispose of by will as he thought fit. The 
position of superannuation and like benefits under the Federal Estate Duty 
Assessment Act was not examined in the Spencer Isles case because 
apparently the estate was not liable to estate duty. It would appear, how- 
ever, that the same principle applies. S.8 (3) of the Estate Duty Assess- 
ment Act provides that the estate of a deceased person comprises, inter alia, 
his personal property, wherever situate (including personal property over 
which he had a general power of appointment, exercised by his will). 
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It is, however, quite a common provision of superannuation trust deeds 
that, in the event of death, the benefit is payable to the legal personal 
representative of a deceased employee’ for the benefit of his dependants, 
In these cases, the employee has no general power of appointment; he 
cannot dispose of the property by will, and he cannot choose the beneficiaries 
entitled to the moneys payable under the Superannuation Trust Deed. It is 
considered that such moneys are not caught under s. 102 (2) (a) or s. 102 
(2) (j) quoted above. 

Where the benefit is payable to the widow or other dependants by way 
of an annuity or pension, it is specifically exempt under s. 102 (3) (c) of 
the N.S.W. Stamp Duties Act, which provides as follows: 


“The estate of a deceased person shall be deemed NOT to include— 

(c) The value of an annuity or pension payable to the widow or 

dependant of the deceased person under any scheme of super- 
annuation or pension.” 


What is the position where the superannuation benefit, over which the 
employee has no power of testamentary disposition, is payable in a /ump 
sum, say to the widow or other dependant of the deceased employee? 

Applying the decision in Spencer Isles’ case (supra), such moneys would, 
as already stated, escape the provisions of s. 102 (2)(a) or s. 102 (2)(j). 
But it is understood that the Commissioner would claim that the moneys 
formed part of the dutiable estate by virtue of yet another provision, viz., 
s. 102 (2) (i), which, in part, reads as follows: 

“For the purposes of the assessment and payment of Death Duty 
the estate of a deceased person shall be deemed to include... . 


(1) any annuity or other interest . . . . provided by the deceased 
. , either by himself alone or in concert or by arrangement 


with any other person, to the extent of the beneficial interest 
accruing or arising by survivorship or otherwise on the death 
of the deceased.” 


S. 102 (2) (i) of the N.S.W. Stamp Duties Act quoted above is identical 
with s.2 (1) (d) of the English Finance Act 1894, and according to Green 
on Death Duties (p. 87) that provision would be applied to include in the 
dutiable estate the amount of superannuation benefit paid in the circum- 
stances explained above. 

As regards New South Wales Death Duty, the only way of escaping that 
duty seems to be for superannuation and like deeds to provide that the 
benefit be payable by way of an annuity or pension to the widow or 
dependant of the deceased employee. This is good advice from the point 
of view of death duty, but may be bad advice from the point of view of 
income tax. The periodical payments by way of an annuity or pension 
would be assessable income in the hands of the recipients for the years of 
receipt (s. 26 (c)), whereas if the benefit were paid in a lump sum only 
5 per cent. of the capital amount would be assessable income once and for 
all (s.26 (d) of the Income Tax Assessment Act). In other words, in 
New South Wales it would appear that the Income Tax and Stamp Com- 
missioners have “collaborated” in this matter of superannuation benefits! 
Apart from, and in spite of, the burden of taxation, I am of opinion that, 
from an economic and humanitarian point of view, the provision for a 
widow should be by way of pension and not by way of a lump sum. 
Experience has shown that the untrammelled control of a lump sum by a 
widow can be disastrous. 
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Legal Notes 
By R. E. O'NEILL, A.1.c.a. 


VALUATION FoR EstaTE AND DeAatH Duty PURPOSES 
OF SHARES IN PROPRIETARY COMPANIES 

A decision of general importance on the valuation of shares in proprietary 
companies was given in May of this year by the Full High Court of 
Australia. The matter arose by way of an appeal by the Commissioner 
of Succession Duties from a valuation by the Supreme Court of South 
Australia of 28,150 fully paid ordinary shares of £1 each in a South 
Australian company, D. Clifford Theatres Ltd. The shares were part of 
the estate of Daniel Clifford, who died on 10th December, 1942. The 
Commissioner assessed the shares at the value of 37/- each for the purpose 
of succession duty under the Succession Duties Act, 1929-1942 (S.A.). 
On appeal by the executors to the Supreme Court, Mayo, J., ordered that 
the valuation should be reduced to 17/6 per share. The Full Court of the 
High Court unanimously allowed an appeal by the Commissioner, set aside 
the order made by Mayo, J., and in lieu thereof made an order that the 
executors’ appeal to the Supreme Court be dismissed. Thus, the Com- 
missioner’s valuation of 37/- per share was confirmed (Commissioner of 
Succession Duties v. Executor Trustee and Agency Co. of South Aus- 
tralia Ltd. [1947] Argus L.R. 240). . 

The Succession Duties Act, 1929-1942 (S.A.) does not contain any 
special provision as to the basis of valuing company shares. In this respect 
it may be noted that special provision for such valuations is made for 
Federal estate duty purposes by s.16A of the Estate Duty Assessment 
Act, 1914-1942, and by s.127 of the Stamp Duties Act, 1920-1940 
(N.S.W.). The statutory provisions applicable to valuation for estate 
duty purposes were judicially considered for the first time by Mr. Justice 
Williams of the High Court in F.C. of T. v. Sagar (1946) 71 C.L.R. 421. 

Where property is being bought and sold in a market, there is usually 
no difficulty in determining its value. The value is almost invariably the 
market value. Therefore, the valuation of shares which are listed on a> 
stock exchange seldom presents any difficulty. The value is the price at 
which the shares are being bought and sold on the stock exchange at the 
date of death. 

Approach of Court to Valuation of Shares 

However, where, as in Clifford’s case, the shares have never been listed 
on a stock exchange and where there is no evidence of any private sales 
of the shares, it is a problem of considerable difficulty to estimate their 
value. The approach of the Court to this problem was summarised in 
McCathie v. F.C. of T. (1944) 69 C.L.R. 1, where Williams, J., said at 
pp. 10-11: 

“It appears to me that the true approach to the problem is as follows: 
(1) I have to find as a fact what was the real value of the shares owned by 
the deceased in the company on 7th August, 1940, on the whole of the 
available materials. (2) In approaching such a problem the courts have, 
as I have said, applied the same test as that applied in assessing what 
would be reasonable compensation for the compulsory purchase of property. 
(3) In applying this test to a hypothetical purchase of shares in a com 
pany, the distinction must not be lost sight of between the acquisition by a 
purchaser of property which becomes subject to his sole control and the 
acquisition of shares in a company, which only confer on the holder those 
rights to which he becomes entitled from time to time under the consti- 
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tution of the company and the general law. (4) A purchaser of shares § 
a company which is a going concern does not usually purchase them with 
a view to attempting to wind up the company. (5) A prudent purchaser, 
therefore? while taking care to see that his purchase money is well secured 
by tangible assets, would look mainly to the dividends which he coulf 
reasonably expect to receive on his shares, and such a purchaser would no 
doubt expect to receive such dividends as were appropriate to the nature 
of the business in which the company was engaged. It follows, therefore, 
that the real value of shares which a deceased person holds in a company 
at the date of his death will depend more on the profits which the company 
has been making and should be capable of making, having regard to the 
nature of its business, than upon the amounts which the shares would be 
likely to realise upon a liquidation.” 


The Broad Test 

After referring to the statement in McCathie’s case of the above 
propositions, Williams, J., who delivered the judgment of himself, Latham, 
C.J., and Rich, J., in Clifford's case, said: 

“Broadly speaking, the courts have adopted the same test as that applied 
in determining what would be the proper amount of compensation to be 
paid for the compulsory acquisition of property, where, as in the case of 
shares not listed on the stock exchange, there is no market value for the 
property. But this test must be applied with caution in order to determine 
the value of an asset in the estate of a deceased person, because there is not, 
as in the case of compulsory acquisition, any actual transfer of ownership 
at the date of deatH; and the shares still remain part of the estate and ip 
many instances are not sold at all, but, after payment of the funeral and 
testamentary expenses, debts and duties, are transferred to the beneficiaries 
to whom the shares are bequeathed by the will. In estimating the price at 
which a reasonably willing vendor would sell and a reasonably willing 
purchaser would buy the shares if they entered into friendly negotiations 
for that purpose on the date of death, the price must represent the full value 
of the shares to the vendor, so that, slightly to adapt the words used by 
Lord Moulton in delivering the judgment of the Privy Council in Pastoral 
Finance Ltd. v. The Minister |1914] A.C. 1083, at p. 1088, probably the 
most practical form in‘which the matter can be put is that the vendor is 
entitled to that which a prudent purchaser would have been willing to give 
for the shares sooner than fail to obtain them.” 

Dixon, J., who agreed with the judgment prepared by Williams, J., made 
the following observation: 

“T should like, however, to add for myself that there is some difference 
of purpose in valuing property for revenue cases and in compensation cases. 
In the second the purpose is to insure that the person to be compensated is 
given a full money equivalent of his loss, while in the first it is to ascertain 
what money value is plainly contained in the asset so as to afford a propef 
measure of liability to tax. While this difference cannot change the test of 
value, it is not without effect upon a court’s attitude, in the application of 
the test. In a case of compensation doubts are resolved in favour of 4 
more liberal estimate, in a revenue case of a more conservative estimate.” 


Items to be Taken into Account 
“The main items to be taken into account in estimating the value of 
shares,” their Honours said, “are the earning power of the company and 
the value of the capital assets in which the shareholders’ money is invested. 
But a prudent purchaser does not buy shares in a company which is 4 
going concern with a view to winding it up, so that the more important 
item is the determination of the probable profit which the company may 
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be reasonably expected to make in the future, because dividends can only 
be paid out of profits, and-a prudent purchaser would be interested mainly 
in the future dividends which he could reasonably expect to receive on his 
investment. Further, a prudent purchaser would reasonably expect to 
receive dividends which would be commensurate with the risk, so that the 
more speculative the class of business in which the company is engaged 
the greater the rate of dividend he would reasonably require. In order to 
estimate the probable future profits of a company, it is necessary to examine 
its past history, particularly the accounts of those years which are most 
likely to afford a guide for this purpose. In order to estimate the rate of 
dividend that a prudent purchaser could reasonably require on his invest- 
ment it is necessary to examine the nature of the business and the risks 
involved, and to seek the evidence of business men, particularly members 
of the stock exchange, and experienced accountants, who can testify to the 
appropriate rate from the prices paid for shares in companies carrying on 
a similar business listed on the stock exchange, or from private sales of 
shares in such companies, or from their general business experience.” 

The court accepted the evidence of expert witnesses that a prudent 
investor in companies engaged, as D. Clifford Theatres Ltd. was, in the 
motion picture business would require a dividend of 11 per cent. to 13 per 
cent. upon his investment. Their Honours considered that a sufficient 
allowance for the disability arising from the greater difficulty of disposing 
of shares which are not listed on a stock exchange would be made if they 
estimated the rate of dividend to be expected by a prudent purchaser of 
these shares at 14 per cent. 


Estimating Future Success of Company 

The next task was to select the past years the profits of which were most 
appropriate for the purpose of estimating the probable future success of the 
company. For this purpose the history of the company must be examined. 
In Clifford’s case the company, D. Clifford Theatres Ltd., was incorporated 
in 1922. Its nominal capital was £70,000, divided into 70,000 shares of 
fl each. On 10th December, 1942, the date of deceased’s death, the 
issued capital was 40,000 ordinary shares and 22,408 8 per cent. cumulative 
preference shares, all of £1 and fully paid. No dividend had been paid on 
the ordinary shares since 1927 and the arrears of preference dividends on 
30th June, 1942, was £15,171. 

The deceased held 28,150 ordinary shares and 535 preference shares. He 
was also the holder of one share, called “the life governor’s share,” in an 
associated company, Clifford Investments Ltd. The memorandum of this 
latter company provided that the life governor’s share should confer on 
Daniel Clifford, or his personal representatives, so long as he or they 
should be the registered holder or holders thereof, the right either in person 
or by attorney or by proxy at every general meeting or any poll of the 
company to three votes as against every one vote conferred on all the other 
issued shares for the time being of the company. Clifford Investments 
Ltd. held 10,000 ordinary and 10,000 preference shares in D. Clifford 
Theatres Ltd. 

In its early days D. Clifford Theatres Ltd. suffered many vicissitudes. 
Losses were sustained in the years 1929-1932 inclusive. From 1933 
onwards it made profits and in 1942 was in a strong financial position. 
Ithad refrained from paying dividends to husband its resources and to use 
its profits in the business. The company was assessed to and had paid 
private company tax under s. 104 of the Income Tax Assessment Act. so 
that its net profits were shown after deduction of that tax as well as 
ordinary company tax. Its s. 107 funds amounted to £57,286. 














420 THE AUSTRALIAN ACCOUNTANT OCT.” 


In selecting the past years of the company’s business which might afford 
the best guide to its future, their Honours said: “We think that those years 
should be selected in which the volume of the company’s business approxi- 
mated as nearly as possible to that which it was likely to be in the future, 
In other words, we think that the most appropriate years are those in 
which the company had surmounted its initial difficulties and had acquired 
the number of theatres in which it was likely to continue to operate in the 
future. We think that the five years 1938-1942 inclusive should be chosen. 
By 1938 the business had reached the extent which it was likely to retain 
in the future.” 














































Valuation on Basis of Earning Power ac 
Having selected the five years 1938-1942, their Honours proceeded to § & 
value the shares: “During this period the gross profits rose from £42,000 § W 
in 1938 to £78,000 in 1942, and in the subsequent years remained at about J he 
£78,C00. The net profits of these five years, after adjusting the accounts J 4 
by substituting taxes payable for taxes paid, amount to £45,229. These @ a0 
were the net profits after deducting undistributed profits tax under s. 104. Jj th 
But once the company commenced to distribute its net profits by way of ff of 
dividend this tax would disappear. Further, preference shareho]ders could 
not expect to be paid a preference dividend free of tax, and in estimating § 2 
the dividend of 11 per cent. to 13 per cent. as the return which share- §f bel 
holders would require in comparable companies listed on the stock @ PM 
exchange, the witnesses have referred to shares in companies in which § '9 
the shareholders would receive a dividend subject to tax and not a tax-free ff hac 
dividend. Therefore, in order to estimate from the net profits of the five rea 
years in question the sums likely to be available for dividends in the future,  P!" 
it is necessary to add to the net profits the taxation payable by the company ff "| 
under s. 104 on the undistributed profits of the five years. This amounts ff 
to £35,616. If this amount is added to £45,229 the total of net profits od 
available for dividends is in round figures £81,000, or approximately § ¥¢ 
£16,200 per annum. This amount is reached after allowing for ordinary suc] 
company tax, heavy depreciation, and setting aside £1,000 in 1938 and Pad 
£2,000 per annum thereafter as part of a general reserve. This generalb § # Te 
reserve as at 30th June, 1942, was £26,000. After allowing, in round desi 
figures, £1,900 to pay the preference dividend, there is left a sum of § # 
£14,309 per annum for distribution amongst the ordinary shareholders or, loss 
in other words, a sum sufficient to pay a dividend of 36 per cent. on the Jf Prof 
ordinary shares. If the return that a prudent investdr could reasonably a fur 
expect to receive on shares in the company is, as we have said, fixed at 
14 per cent., this would give the shares, when capitalised on a basis of 14 “F 
per cent., a value of £2/11/6. But there was on 30th June, 1942, £15,171 B& capit 
arrears on preference shares to be paid off, and for this and other reasons & maki 
we think that it would be proper to allow some period before the company § in sy 
would be in a position to pay dividends of 36 per cent. on ordinary shares. & this | 
If a period of three years is allowed, a prudent purchaser could only be @ valua 
reasonably expected to pay a sum which, with compound interest at ordinary & one h 
bank overdraft rates, say 5 per cent., on the money he might have to borrow & case | 
to buy the shares, would at the end of that period amount to £2/11/6, or, @ artic 
in other words, £2/4/3 per share.” to sel 
On the basis of book values, which were admittedly conservative, the below 
ordinarv shares were represented on 30th June, 1942, by tangible assets § affair; 
of £2/9/7 a share. From this examination of the affairs of the company & too m 
as a going concern, their Honours estimated that £2/4/- per share would Jf the ya 
be the sum which, apart from special considerations, a prudent purchaser On 
would have had to pay for the shares on 10th December, 1942, sooner than @CJ., ] 
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Where Shares Held in Associated Companies 

The following extract is of interest: “We have reached this value with- 
out taking into consideration a contention based on the voting rights 
attached to the life governor’s share by the memorandum of association of 
Clifford Investments Ltd. This contention was that the executors of the 
will of the deceased could become the registered holders of this share, and 
by the exercise of its voting power could convene a general meeting of this 
company and pass a special resolution that the shares held by this company 
in D. Clifford Theatres Ltd. should be sold to a purchaser at the same time 
as thé shares of the deceased, and that in this way a purchaser would 
acquire 48,685 shares in D. Clifford Theatres Ltd. and thereby obtain 
control of this company. Mayo, J., rejected this contention and we agree 
with him. One asset to be valued for the purposes of duty is the shares 
held by the deceased in D. Clifford Theatres Ltd. The share held by the 
deceased in Clifford Investments Ltd. is a share in a different company 
and therefore a separate asset. It is no more permissible to amalgamate 
the two lots of shares than it would be to amalgamate two separate parcels 
of land for the purpose of giving an additional value to each.” 

Their Honours pointed out that it would not be proper for the court on 
an appeal of this nature to substitute its own opinion for that of the court 
below unless it were satisfied that the court below acted on some wrong 
principle of law or that the value was entirely erroneous. In the present 
instance the court considered that, although Mayo, J., in the court below 
had acted on the right principle of law, in applying this principle he had 
reached a value that was unreasonably low. His Honour thought that both 
purchaser and vendor would consider that it was useless for a company 
to make profits unless they matured into dividends, and assumed it was 
unlikely that the company would commence to pay dividends on the 
ordinary shares for another ten years. With all respect to His Honour, 
we can find nothing in the condition of the company’s finances to justify 
such an assumption. Nor can we agree that the fact that the company had 
paid no dividends on its ordinary shares since 1927 would necessarily be 
areason for’a purchaser placing a low value on the shares or for a vendor 
desiring to sell them at an under-value. It all depends on the reason why 
acompany fails to pay dividends. During the depression the company made 
losses. But after 1933 it made profits, but used them to increase its future 
profit-making capacity. The court also pointed out that the company had 
afund of £57,000 of tax-free profits well secured by tangible assets. 


Difference Between Listed and Non-listed Shares 

“Prima facie the value of shares in companies having similar issued 
capital carrying on comparable businesses with comparable assets and 
making similar profits should be the same. Estimates of the value of shares 
in such companies made in the manner already mentioned would lead to 
this result. It then remains to consider the extent to which the initial 
valuation would be affected by differences between such companies, such as 
one being listed and the other not listed on the stock exchange ; and in the 
case of companies not listed on the stock exchange, by the presence of 
articles of association compelling shareholders or their executors who desire 
to sell the shares to offer them to the other shareholders at a sum which is 
below their real value, or placing the management and control of their 
affairs in the hands of certain, shareholders to the exclusion of others. But 
foo much emphasis should not be placed on such matters. The essence of 
the valuation is the examination of the worth of the company’s business.” 

On their examination of the evidence, all members of the’court (Latham, 
CJ., Rich, Starke, Dixon and Williams, JJ.) were satisfied that the shares 
were at least worth 37/- as assessed by the Commissioner. 
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Students’ Section 
Edited by O. R. MacDona p, A.1.c.A. 


PRINCIPAL AND AGENT 
By J. H. Trotter, Lu.B., A.1.C.A. 
(Continued ) 
4. Ratification 

The relation of principal and agent may arise retrospectively by the 
ratification or adoption by one person of the acts done by another in his 
name or professedly on his behalf, but without his authority. Thus where 
X, professing to act for A, from whom he has no authority, purports to 
enter into a contract with B on A's behalf and A subsequently adopts or 
ratifies that contract, the ratification renders the contract as valid and 
effectual as if it had been made with A’s authority. 

Ratification may take place, not only where the person purporting to 
act has no authority to act at all, but also in the case of an agent exceeding 
his authority. 

The rules governing ratification are as follows: 

1. The agent must purport to contract as agent. That is, the acts which 
are ratified must be done in the name of or professedly on behalf of the 
person who subsequently ratifies them. 

2. The principal must have been in existence at the time of making the 
contract. A company cannot ratify a contract made on its behalf before 
its incorporation. It may, of course, enter into a new contract supported 
by new consideration with the same parties, adopting the terms of the 
earlier invalid contract. 

3. The principal must have been capable of being ascertained at the time 
the contract was made. It is not necessary that he should be named, but 
there must be a reasonable designation of the person intended to be bound 
by the contract. 

4. The principal must have been able lawfully to make the contrac 
both at the time it was made and at the time it is ratified. 

5. The ratification must take place within a reasonable time after the 
contract is made. 

6. Ratification must be of the whole contract, not merely a part thereat 


Rights and Duties Arising from Agency 

We shall now consider the Rights and Duties arising from the relation df 
agency. Firstly, we shall deal with the relation of the Principal and the 
Agent to one another and, secondly, with the relation of the Principal and 


Agent to third parties. 
We shall deal with the relation of the principal and agent to one another 


under two headings: 
1. The duties of an Agent to his Principal. 
2. The right of an Agent as against his Principal. 


The Duties of an Agent to His Principal 
The duties of an agent to his principal are determined by— 
1. The terms of his authority or the contract creating the agency; 
2. The nature of the agency ; 
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3. The general rules of law arising from the employment of the agent 
by the principal and the confidential nature of the relations between 
them. 


The following duties of an agent should be noted: 

1. To adhere to authority and follow instructions. 

It is the duty of the agent to pursue the terms of his authority and to 
adhere to lawful instructions of his principal or, in the absence of instruc- 
tions, to act according to the ordinary usage of the matter in hand. Even 
a gratuitous agent, although he is not bound to carry out the agency, must, 
if he enter upon the agency, abide by its terms. The agent will be liable 
to his principal for any loss occasioned by his failure to adhere to these 
duties. An agent for reward is not entitled to commission in respect of any 
unauthorised transaction. 


2. Not to delegate his authority. 

No agent may delegate his authority, or appoint a sub-agent to do any 
act on behalf of his principal, except with the express or implied authority 
of his principal. The rule or maxim “Delegatus non potest delegare” 
(A delegate is not permitted to delegate) is founded on the confidential 
nature of the agency relation. The principal may be presumed to be 
placing a certain confidence in the agent on reliance of his observing that 
confidence and personally exercising his own skill and discretion in the 
matter. Authority to delegate or appoint a sub-agent may, however, be 
implied : 

(a) By usage of trade if such usage is reasonable and not inconsistent 

with the express terms of the agent’s authority or instructions. 

(b) Where unforeseen emergencies arise under which such delegation 
is necessary. 

(c) Where the duties to be performed are purely ministerial and do not 
involve any breach of confidence or require the exercise of any 
discretion. 

(d) Where the circumstances of the case are otherwise sufficient to 
raise the implication that it was intended that the agent should be 
permitted to delegate. 


Where the agent appoints a sub-agent, without authority, the principal 
is bound by the acts of the agent but not of the sub-agent. 


3. To exercise due skill, care and diligence. 

An agent acting for reward must exercise such shill and such care and 
diligence as is reasonably necessary for the proper performance of his 
duties or such as are usual or necessary for the proper conduct of the 
business or profession in which he is engaged. If acting gratuitously, the 
duty is not quite so high. A gratuitous agent is not bound to carry out the 
agency he has undertaken gratuitously, but if he does he must exercise 
such skill as he possesses or holds himself out as possessing and such care 
ond diligence as he would exercise in his own affairs. A gratuitous agent 
is not presumed to have any special skill unless he holds himself out as 
having that skill. 

If the agent does not possess the degree of skill indicated above, or, 
possessing it, does not use it, or if he fails to exercise the care and diligence 
required of him, he will be liable to his principal in damages for any injury 
which his principal suffers by reason of that failure or default. 
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4. To act only in the principal's interest. 

(a) Full Disclosure. No man, it is said, should have an interest ig’ 
conflict with his duty. It is, however, sometimes impossible to avoid this 
If the agent finds himself in this position he must, before he enters on the 
agency, make full disclosure to his principal of his interest and e 
material fact which might influence his principal. If the agent is in this 
position and full disclosure is not made, then any transaction entered into 
is voidable by the principal at his option and the onus lies on the agent t 
prove that he made full disclosure. 

(b) Secret Profits. An agent must not, without the knowledge of his 
principal, acquire any profit or benefit from the agency beyond the 
remuneration or reward agreed upon between them. All such profits and 
the value of such benefits must be paid over to the principal. If the secret 
commission, profit or bribe is received from a person with whom the agent 
is dealing on the principal's behalf, then, on discovery of the facts— 


(i) The principal may repudiate the contract resulting from the secret 
profit, commission or bribe. 

(ii) The principal may immediately dismiss the agent. 

(iii) The agent forfeits all rights to commission. 

(iv) The principal may sue the agent receiving and the party giving 
the secret commission, profit or bribe, for damages for any loss 
he may have sustained through entering into the contract. 

(v) Both the agent and the person giving the secret commission may 
be dealt with criminally (see later). 


The rules would, of course, not apply if the commission were not secret, 
However, if the agent desires to obtain commission from both the vendor 
and the purchaser, he must make full disclosure to both parties of his 
intention to act for and receive commission from the other and must obtain 
the assent of each party thereto. 


5. Further Duties. 

(a) To exercise reasonable care and diligence in protecting any moneys 
and property of his principal in his possession or under his control 

(b) To keep all money and property of his principal separate from his 
own and from that of other persons. 

(c) To keep correct accounts of all dealings on behalf of his principal 
and to be ready at all times to produce them to his principal. 

(d) Not to use any information acquired during the agency in a manne 
prejudicial to the interests of his principal. 


Rights of Agents as Against the Principal 


1. Remuneration. An agent’s right to remuneration arises where there 
is a contract express or implied, for such remuneration. Such a contract, 
however, will be readily implied from the circumstances of the case. Thus 
the mere fact of employment of an agent who, in the usual course d 
business, acts for reward will raise the presumption to pay him the usual 
remuneration for his services. An agent's remuneration is frequently 
commission on a percentage basis. The following rules should be noted: 

(a) Remuneration is payable only in relation to acts or transactions 
within the scope of the agency. An agent is not entitled to receive any 
remuneration in respect of a transaction which differs substantially from 
that which he was employed to transact. Thus if an auctioneer is emplo 
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to sell property by auction and he sells it by private contract, he is entitled 
to no commission and may be liable to his principal for damages. 

(b) The agent must have completed his part of the agency contract. 
What the agent is required to do will depend on the terms of the contract, 
express or implied. He is not entitled to receive any remuneration unless 
he has carried out what he bargained to do. If an agent is employed to 
sell or “to effect a sale,” his commission is not payable until a binding sale 
is made. If on the other hand an agent is employed to “procure” a sale, 
he will be entitled to remuneration if he introduces a buyer and as a 
consequence thereof a sale takes place. It should be noted further that 
where the principal unjustifiably prevents the agent from earning his 
remuneration—for example, refusing to complete a transaction procured 
by the agent—the agent is entitled to recover, by way of damages, the loss 
sustained by him. The measure of damages is the amount of commission 
which would have been payable but for the principal’s default in the matter. 

(c) The transaction must result directly from the agency, i.e., it must 
really and substantially be the consequence of the agent’s acts. Thus where 
an agent is employed to let property and he procures a tenant, and the 
tenant subsequently buys the property without further communication with 
the agent, the agent is not entitled to any commission on the sale. 

2. Right of Indemnity and Reimbursement. Every agent is entitled to 
be indemnified by his principal against all losses and liabilities and to be 
reimbursed for all expenses properly incurred by him in carrying out the 
agency. 

3. Right of Lien. Every agent has a lien on such goods and chattels 
of his principal, as come to his hands in the course of the agency, for the 
due payment of all expenses and remuneration properly incurred by such 
agent in the course of the agency. The lien is, as a rule, confined to such 
daims as arise in connection with the goods and chattels in respect of 
which the lien is claimed, i.e., it is a particular lien. Thus if an auctioneer 
is employed to sell goods at the house of the owner, he has a lien on the 
goods for his charges and commission. The agent may, however, be given 
alien, either expressly or impliedly from the circumstances of the case, or 
by usage of trade, for all claims arising out of the agency, i.e., a general 
lien. Thus if I am indebted to a mercantile agent for sums arising in the 
course of an agency, and I sent further goods to the agent for sale, his lien 
extends not only to expenses and liabilities in relation to those further 
goods, but also in relation to other debts arising in the course of the agency. 
This matter will be dealt with under the Sale of Goods. 


The Relation of Principal and Agent to Third Parties 

The general rule is that an agent, being merely an intermediary, incurs 
a0 liability to third parties, he merely creates rights and liabilities between 
bis Principal and third parties. The rule is, however, subject to certain 
qualifications. It is convenient to consider the matter under two headings: 

1, Where the agent purports to act as agent (whether he does or does 

not disclose the name of his principal). 

2. Where the agent, although in fact an agent, purports to act as 

principal. 

1. Where the agent acts as such—Where the agent purports to act as 
such, he is, in general, merely an intermediary, and as soon as the contract 
bringing together the principal and the third party is made, he, the agent, 
drops out of the picture. Even, however, where the agent purports to act 
as such, he is, in certain cases, liable on the contract as well as the 
principal— 
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(a) Where the agent has agreed to become liable. The agreement may 
be express or implied. 

(b) Where the agent is liable by reason of the contract being subject to 
a general trade usage to that effect. 

(c) Where the agent makes himself party to a deed, i.e., even if he is 
described as agent and even if the principal is actually named. 

(d) Where the principal is in fact non-existent, or unable to contract 
(in this case, of course, the agent only is liable). 


2. Where the agent purports to contract as principal——Where an agent 
acts on behalf of a principal and not only does not disclose his name, but 
does not even disclose his existence, then, unless the contract is inconsistent 
with the existence of a principal,— 

(a) the third party, when he discovers the facts, may, at his option, 
enforce the contract against either the person whom he thought he 
was contracting with, i.e. the agent, or against the real principal. 
This option will, however, be lost if the third party does anything 
clearly indicating his adoption of the one or the other as the party 
liable, i.e., if he makes his “election.” 

The actual principal may himself intervene and sue on the contract. 
In this case, however, the third party will not be prejudiced by the 
intervention and may set off against the principal any right which 
he acquired against the agent before he discovered the existence of 
the principal. 

Warranty of Authority 

Where the agent discloses the name of his principal, there is an implied 
promise to the other party that in consideration of his entering into the 
contract the agent warrants that he has due authority from the principal. 
If, in fact, he has no authority, then he may be successfully sued by the 
third party for a breach of this warranty and damages may be obtained 
against him for any loss sustained by that third party as the result of such 
breach. It will be no defence that the agent acted innocently or in mere 
mistake as to the precise authority conferred upon him, for the action 
rests on contract and mere mistake is in general no defence to a breach 
of contract. 


Fraudulent Misrepresentation of Authority 

If a professed agent knows that he has not the authority which he 
assumes tc possess, he may be sued for damages in tort by the third party 
for any damage suffered by him (re an action based on fraud). If the 
agent honestly believed he had such authority, then, according to the 
general rules in relation to fraud, the agent would not be liable in tort. The 
appropriate action, in this case, would be on the warranty of authority. 


Misrepresentation or Non-disclosure by Agent 

Misrepresentation by the agent or, in the case of contracts uberrimae 
fidei, non-disclosure by the agent, render the contract procured or effected 
by the agent voidable at the option of the third party in the same mannef 
as if the misrepresentation or non-disclosure were on the part of the 
principal himself. For this purpose the law regards the principal and agent 
as one. If the misrepresentation is fraudulent, then the principal will be 
liable in damages for the fraud of his agent, if the tortious act is within 
the course of the agent’s employment. 
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General Liability of Prinripal and Agent in Tort 

Any agent who commits a tort, whether within or outside the scope of 
his authority as agent, is liable to the party injured in damages. The 
principal will also be liable if the tort is committed by the agent within the 
course of his employment, i.e., within his actual or apparent authority, and 
this is so even if the tortious act was committed for the benefit of the agent 
himself. Thus where the managing clerk of a firm of solicitors fraudulently 
induced a client to sign documents transferring certain property to himself, 
representing that the documents were for another purpose, it was held that 
the tortious acts were within the course of the clerk’s employment and that 
the solicitors were liable even though those acts were committed for the 
clerk’s own benefit. 


Termination of Agency 

1. Notice by Principal or Agent. Agency may, in general, be terminated 
by notice of revocation by the principal or by notice of renunciation by the 
agent at any time before the authority has been completely exercised. This 
rule is subject, however, to the following qualifications : 

(a) Where a principal by words or conduct represents or permits it 
to be represented that an agent is authorised to act on his behalf, he cannot 
limit or revoke the agent’s authority by mere private communications 
passing between himself and his agent. This is the doctrine of “apparent 
authority.” This doctrine has reference to the relation of the principal to 
third parties and is based on estoppel. As between the principal and third 
parties, without knowledge of the limitation or revocation, the agency must 
be deemed to be still in existence. The agent may, nevertheless, render 
himself liable in damages for loss occasioned to his principal by reason of 
his disobedience of instructions. 

(b) In certain cases the authority is, either by express agreement or 
implication, irrevocable by the principal. Thus “an authority coupled with 
an interest,” it is said, “is irrevocable.” In other words, where an agree- 
ment is entered into under seal or supported by consideration, whereby 
an ‘authority is given for the purpose of conferring a benefit on the agent, 
there is an implication that such authority is irrevogable. Since cases of 
this type rest on an implied agreement that the agency is to be irrevocable, 
the existence of the implication will depend on the particular circum- 
stances of each case. Thus an authority to sell certain goods or shares 
in consideration of a forbearance to sue for previous advances would be 
irrevocable. On the other hand, if the purpose of the authority is,not to 
confer some special benefit or to secure some interest of the agent, there 
would be no implication of irrevocability. The mere right to remuneration 
would not, of course, be a benefit conferred on the agent in this sense. 

(c) The termination of an agency by notice by the principal or agent is 
without prejudice to any claim arising between them for breach of contract. 
In other words, though the agency may be terminated by notice by either 
the principal or the agent, such termination may be a wrongful termination, 
a breach of an agency contract between them. The injured party may 
recover damages for the breach. Thus if A enters into a contract with B 
whereby he is to be agent for his product for twelve months and A by 
notice terminates the agency before the end of that period, B will have an 
action against A for any loss sustained by reason of the wrongful termina- 
tion of the agency. 

2. Agreement. An agency may be reyoked by agreement. Thus in the 
case last cited in relation to revocation by notice, the parties may have 
dissolved the contract by agreement. 
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3. Effluxion of Time. If the authority is given fur a limited period or 
on the happening of an event, then on the expiration of that period or the 
happening of that event the agency terminates. 

4. Performance. Where the authority is given in relation to a particular 
transaction or set of transactions only, then, when that transaction or those 
transactions are completed the agency terminates. 

5. Destruction of the Subject Matter of the Agency—e.g., where a build. 
ing which the agency is mstructed to sell is destroyed by fire. 

6. Impossibility—i.e., the happening of any event rendering the agency 
unlawful or impossible of performance. 

7. Death or Insanity. Except in the cases of irrevocable authorities 
already referred to, agency is determined by the death (or in the case of 
a corporation, the liquidation) lunacy or unsoundness of mind of either the 
principal or the agent. 

8. Bankruptcy. The bankruptcy of the principal or agent, subject to 
certain minor exceptions, terminates an agency. 


Particular Types of Agents 

Factors and Mercantile Agents. A Factor is, at common law, an agent 
to whom goods are consigned for the purpose of sale and who in the 
ordinary course of his business is entrusted with the possession of the 
goods, or the documents of title thereto. At Common Law a factor had 
an implied authority to sell, in his own name, goods so entrusted to him 
This was based on the principle that, if the owner of goods has acted to 
clothe the seller with apparent authority, he was precluded as against bona 
fide purchasers from denying that authority unless the purchaser had notice 
that the authority was actually limited. In other words, the possession of 
the goods by a factor was considered as clothing the factor with apparent 
authority to sell them. This implied authority extended to— 


(a) a general discretion as to price and term of credit and time df 
sale ; 
(b) power to receive payment of the price. 


A purchaser, without notice to the contrary, could therefore deal with 
safety with the factor in relation to these matters, and the factor was enabled 
to give a good discharge for the payment of the purchase price unless the 
principal intervened and requested payment to himself. 

In the various States these rules have been given statutory force. The 
statutory provisions are, however, wider than the Common Law rules— 

(a) A Mercantile Agent, which expression is used in a special sense 
in the Act, and to which the statutory provisions apply, is wider i 
definition than a factor at Common Law. Mercantile Agent is defined is 
the Act as “any mercantile agent having, in the customary course of his 
business as such agent, authority either to sell goods or to consign goods 
for the purpose of sale or to buy goods or to raise money on the security 
of goods.” Possession by the mercantile agent of the goods or the doct 
ments of title thereto is, of course, necessary under the Statute, as at Com 
mon Law, before the implied powers arise. 

(b) The protection of the bona fide purchaser extends under the Acts 
not only to a sale by the factor, as at Common Law, but also to “any sale 
pledge or other disposition” in the ordinary course of the mercantile agent's 
business. 

A factor has a general lien over the goods in his possession for mone 
due to him by his principal. 
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Del Credere Agents. A del credere agent is one who, usually for extra 
remuneration, undertakes to indemnify his principal against loss arising 
from the failure of persons, with whom he enters into contracts on behalf 
of his principal, to pay any sums becoming due under those contracts. 
The extra remuneration generally takes the form of a commission called 
a del credere commission. A del credere agent, it will be noted, agrees to 
“answer for the default of another,’ It has been held, however, that an 
undertaking such as this, which is merely an incident of a larger contract, 
ie., the contract of agency, is not within the Statute of Frauds and is 
therefore not required to be in writing. Notice also that a del credere 
agent indemnifies the principal only as to sums coming due under the 
contract, but not as to other defaults of the contractor, such as a refusal to 
accept the goods. The indemnity is limited to “any ascertained sum which 
may become due under the contract as a debt.” 

Brokers. A broker is an agent who in the ordinary course of his business 
is employed to make contracts for the purchase or sale of goods or other 
property of which he is not entrusted with possession or the documents of 
title. Since the broker does not obtain possession of the goods, he has 
not the implied authority possessed by factors, or by mercantile agents 
under the statutory provisions already referred to, unless those powers are 
conferred upon him expressly or by usage. His primary function is merely 
to negotiate a contract between the parties. 

The usual practice of a broker upon the making of a sale on behalf of 
his principal is to enter a memorandum thereof signed by himself in a book 
kept for that purpose and send a note thereof to both parties. The one 
sent to the purchaser is called a “bought note”; the one sent to the seller 
is termed a “‘sold note.” 

Insurance Brokers. An insurance broker is one who arranges policies 
of insurance. A special point of note is that although merely an agent for 
arranging the insurance, premiums must be paid to the broker and not his 
principal. 

Bankers. The relation between a banker and his customer is primarily 
that of debtor and creditor. The banker is also the customer’s agent for 
the purpose of the payment of sums directed by the customer. 

Stock and Share Brokers. These are brokers, as the name suggests, for 
the sale of stocks and shares. 

Auctioneers. An agent for the sale of property by public auction. This 
subject will be dealt with more*fully under the Sale of Goods. 


Secret Commissions, etc-—Offences 
The law relating to this subject is contained in a Federal Act—the 
Secret Commission Act—and Acts in each of the States. 


The Federal Act 


Application of Act. The Act applies— 
1. In respect of matters arising in relation to overseas or interstate 
trade. (In respect of trade within a State, the State Act applies.) 
2. In respect of agencies of and contracts with the Commonwealth or 
any Commonwealth department or officer. 


Definitions : “Agent” includes not only a person or firm acting on behalf 
of another, but also one “desiring or intending” so to act. It includes a 
servant trustee or director or a person serving under the Crown. “Prin- 
cipal” has a corresponding meaning. 
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_“Consideration” means valuable consideration of any kind and includes 
discounts, commissions, rebates or bonuses and also any employment given 
or agreed to be given. 


Secret Gifts. It is an offence for any agent, without the knowledge and 
consent of the principal, directly or indirectly, to obtain or offer to accept 
for himself or any other person any gift or consideration likely to influence 
the agent contrary to his duty in respect of any act or forbearance or 
favour or disfavour or the obtaining of any contract or agency with the 
principal. 

The person giving or offering the gift or consideration is equally guilty 
of the offence. 


False Accounts. It is an offence for any person to give to an agent or 
for an agent to receive or use, with intent to deceive the principal, any 
receipt, account or document, in relation to the principal’s affairs, which 
is materially false or defective or likely to deceive the principal. 

Agent Secretly Buying from or Selling to Himself. It is an offence for 
any agent, without the full knowledge and consent of his principal, to buy 
any goods, on behalf of his principal, from, or sell them to, himself or any 
firm of which he is a partner or any company of which he is a director, 
manager, officer or employee, or in which he or his nominee is a share 
holder. 

Penalty. The penalty in all these cases, i.e., secret gifts, false accounts, 
the agent buying from or selling to himself, is a maximum of £1000 in 
the case of a corporation and £500 or two years’ imprisonment, or both, in 
the case of an individual. 


Aiding and Abetting. Any person who aids, abets, counsels or procures, 


or is in any way directly or indirectly knowingly concerned in any of the 
above offences, is deemed to have committed that offence and is punishable 
accordingly. 

Recovery of Gift or Consideration. The principal may maintain a civil 
action for the amount of or the value of any secret gift or consideration 
against either the agent or the person who gave the gift or consideration 
irrespective of whether the agent is convicted or not. 


State Acts 

The various State Acts contain provisions substantially the same as 
those in the Federal Act. 

There is also a provision in the State Acts making it an offence for any 
person to receive from a third person any gift or consideration, in respect 
of advice given to another person, with the intention of inducing or 
influencing that other person to enter into a contract with that third person 
or to appoint or aid in appointing or electing that third person as a trustee, 
director, manager, etc., unless the person giving the advice is, to the 
knowledge of the other, the agent of that third person. 

This provision is to some extent co-incident with the other provisions 
of the Acts, but is, in many respects, as will be seen, wider in application 
than those other provisions. 

Another important difference between the Federal and State Acts is that 
the mere giving of the gift or consideration without the assent of the 
principal is presumed to be in contravention of the Act until the contrary 
is proved. 

The penalties under the State Acts are in some cases less than under the 
Federal Act. The maximum penalty in New South Wales and South 
Australia, for instance, is six months. 
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Provisions for Depreciation 
By O. R. MacDona op, A.1.C.A. 


The method of having a separate account for the provision for deprecia- 
tion on each class of fixed asset, instead of writing down the asset account, 
js increasing in favour. 

At the examinations of the Commonwealth Institute of Accountants held 
in April last a question appeared in the Intermediate Accounting papers 
in which candidates were required to show a series of transactions, using 
the two accounts, the asset and the provision, instead of writing down the 
asset. 

The question was as follows: 


A business which commenced operations on Ist July, 1944, had Plant 
and Machinery which cost £4,500. 
On 3lst December, 1944, additional Plant was purchased at a cost 
of £500. 


On 30th June, 1945, an item of Plant purchased on Ist July, 1944, 
for £100 was sold for £105. 


On 30th June, 1946, an item of Plant purchased on Ist July, 1944, 
for £300 was sold for £209. 


Depreciation is provided at the rate of 10 per cent. per annum on cost, 
and is credited to a Provision for Depreciation on Plant and Machinery 
Account. 


Prepare: 
(a) Plant and Machinery Account, and 


(b) Provision for Depreciation on Plant and Machinery Account, 
for the two years ended 30th June, 1946. 


Before considering the working of the question it may be useful to 
construct a composite account, that is, the asset account—in this instance 
Plant and Machinery—embodying the depreciation charged. Referring to 
the question, we find that the value of the plant when the business com- 
menced operations on Ist July, 1944, was £4,509. This was its cost— 
whether purchased for cash or on credit, acquired by the issue of shares 
(if the business is a company) or contributed as portion of partners’ 
capital (if a firm) the question does not say, and such information is 
unnecessary. We can record the opening debit entry in the Plant and 
Machinery Account as “Cash,” “Sundry Creditors,” “Capital Account,” 
or describe it as “Sundry Plant’”—the last description on the basis that it 
isan entry from the journalising of the opening assets and liabilities. For 
the purpose of our working we shall assume a cish purchase of the opening 
plant, and also of the additions to the value of £500 on 3lst December, 
194. No further transactions affecting the account occur until the last 
day of the financial year, 20th June, 1945, when an item of plant, which 
was comprised in the original purchase and then cost £100, is sold for £105. 
As at that date, also, we must provide depreciation. 

As the amount received for the item of plant, £105, differs from cost, 
£100, it should be obvious that some adjustment must be made to the 
acount. It would be incorrect to credit Plant and Machinery with £105 
and leave it at that. Let us consider the application of such an entry in 
other circumstances. Suppose a business purchised two motor trucks of 
the same make, same year of manufacture, and identical in all respects. 
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The cost of each was £1,500 and after two years’ use their value as showy 
in Motor Vehicles Account was £2,000. The business, now finding that 
two trucks are not needed, sells one, which we shall assume is still identica 
with the other as to value. Assuming further that the sale price is £500, 
and that this amount is credited to Motor Vehicles Account, the balance 
of that account will now be £1,500. The absurd position has arisen that 
because one truck has been sold well under its book value the other truck 
is shown at a greatly enhanced value in the company’s books. Suppose 
the reverse position arose and the truck sold realised £1,750. This sum 
being credited to Motor Vehicles Account leaves a balance of a mere £250 
as the value of the remaining truck, which one would be justified in regard- 
ing as also being worth £1,750. It is evident, therefore, that unless a 
fixed asset is sold at exacly the book value, some adjustment must be made, 


Before considering how the difference between book value and selling 
price should be treated in the problem under discussion let us give some 
attention to the matter of depreciation. 

With regard to the plant sold, is it necessary to provide a year's 
depreciation? The rate of depreciation to be charged is, we are told, 10 
per cent. per annum on cost. Therefore, if we provide depreciation, the 
written-down value is £100 less £10, viz., £90, and we gain £15 on book 
values by the sale. If we exclude the item from our depreciation schedule, 
the gain on sale is £5, but we have charged £10 less against the year’s 
profit by not providing depreciation. The net result is the same, and 
probably the examiner would be prepared to accept either method as 
satisfactory. 

In the writer’s view, however, the more correct method is to provide 
depreciation. Let us take another exaggerated example to demonstrate 
how the difference in treatment could affect the accounts. We shall assume 
that a manufacturer has plant and machinery which cost him £20,000. He 
depreciates it by 10 per cent. per annum calculated on cost, and this annual 
charge of £2,000 he regards (and rightly so) as part of the cost of pro- 
duction of the goods he manufactures. He accordingly includes the amount 
as an item of his factory expense in his manufacturing account. On the 
last day of his sixth year of manufacturing (or so near to that date as 
not to matter—in practice transactions do not usually fall on such con- 
venient dates as in examination questions) he disposes of all his plant. 
He has decided to use, and has purchased, a completely new type of 
machinery, which will be installed immediately the old machinery can be 
dismantled. On the last day of his fifth financial year the plant has been 
written down by £10,000 (that is, five years at 10 per cent. per annum on 
£20,000) and it stands in his books at the same figure. He sells this plant 
and machinery for £7,500, thereby apparently losing £2,500. But, actually, 
he has had the use of it during the sixth year. If he neglected to charge 
another year’s depreciation his manufacturing account would lose some of 
its value for the purpose of comparison with previous years’ accounts, and 
the cost of his goods produced in his sixth year would be understated. It is 
suggested that the loss on sale is £500, not £2,500, and this £500 will be 
most suitably debited to the non-operating section of his Profit and Loss 
Account, as a loss not applicable to the year’s operations. 

Returning to our problem, we shall, therefore, include the item of £100 
when calculating depreciation, although that item is no longer in the 
factory when work ceases on 30th June—or if it is still there it is no longer 
the property of the manufacturer. The charge for depreciation is, accord- 
ingly, 10 per cent. on the opening plant costing £4,500, tliat is, £450, and 
10 per cent. per annum, for six months, on the additions costing £500 
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purchased on 31st December, that is, £25. Sometimes, in practice, deprecia- 
fon is not provided on additions during a year, or all additions during a 
year, no matter on what dates purchased, are written-down by half the 
annual depreciation rate.. These are merely measures of expediency. Any 
depreciable asset begins to depreciate on the day it is put into use, and not 
to recognise this is wrong in principle. In examination problems, unless 
the terms of the question otherwise indicate, depreciation should always be 
charged over the life of the asset. 

Having written-down the value of the item sold to £90, we find that the 
gain on sale is £15. How shall this be treated? Can it be credited direct 
to Profit and Loss? To the extent of £10, one might say, the proprietors 
of the business have over-estimated the amount to be charged to depreciation 
and this Should be adjusted. If the life of the business were to be only 
that one year, this would be the logical reasoning. In later years, however, 
any gain or loss on sales of plant cannot be so readily adjusted, for the 
accounts of past years cannot be conveniently reopened to spread the under- 
or over-estimate of the residual or disposal value of an asset. It is desirable 
to preserve a consistent method and, bearing in mind what has been said 
earlier in this article, to regard the depreciation ot £10 provided as a fair 
and proper charge against manufacturing, and the gain on the sale as £15. 
This brings us back to the point raised at the beginning of this paragraph, 
viz., shall this gain be credited to Profit and Loss Account? 

For taxation purposes, £10 would be taxable as income, being deprecia- 
tion over-allowed (usually, of course, such over-allowance would have 
happened in prior years). The balance, £5, being excess of sale price over 
original cost, would, as a capital gain, be free from tax. The provisions 
of the Income Tax Assessment Act, however, are not necessarily an 
exemplification of accounting principles par excellence, nor do they make 
any claim so to be. They lay down principles for the ascertainment of 
taxable sums, and it is fully recognised that this frequently involves some 
adjustment of the profit or loss disclosed by accounts of concerns which 
are drawn up on what are believed to be sound accounting principles. In 
the problem that we are working we shall consider that the amount of 
£10 written off is the “expired capital outlay” in respect of the item sold, 
and that the full £15 is a capital profit. 

Even so, if the capital is intact, such profit could quite legitimately be 
taken to Profit and Loss Account, care being taken to show it as a non- 
trading profit. However, we shall assume that the- proprietors prefer to 
adopt a conservative view and desire that there shall be no possibility of 
such profit being distributed. We shall, therefore, open a “Plant Disposals . 
Account,” credit the amount to that account and, for the time being, leave 
itthere. The account could just as suitably be called “Plant Sales Account” 
or any other appropriate title. The name “Plant Disposals” has been 
adopted because later some plant may be scrapped or ctherwise disposed of. 

A method of using this Plant Disposals Account which has it merits is 
to debit it with the book value of the plant sold, in this instance £90, Plant 
and Machinery Account being credited. Cash received, £105, will then be 
credited to Plant Disposals Account, not to Plant and Machinery Account. 
An advantage is that it is much easier to ascertain gain or loss on sales 
when collating this information for taxation or other purposes. 

In the workings of the question, however, we shall show the receipt of 
the cash in Plant Account, as it is considered this more clearly shows the 
tfiect of the transactions recorded in the question. The first year’s account 
an now be set out as follows: 
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Plant and Machinery Account 


1944 1945 


fo is” ee oe lO OS ree 
a « SON « 4s «teas as 500 » Depreciation .. 
1945 — (See 


June 30. To Plant Disposals 
Account (gain on 
he a See ee 


1945 
July 1. To Balance .. .. .. £4,435 


In the second year, there is a further sale, again conveniently on the kg 
day of the financial year. On this occasion, a loss is sustained. Plant 
costing £300 on Ist July, 1944, is sold for £200. Adopting the method 
outl.ned earlier in this article, a full year’s depreciation is provided on al 
plant on hand at the beginning of the year, and it is to be noted that the 
question states that depreciation is to be calculated on cost. The original 
cost of the plant was £5,000; an’ item cost:ng £100 was sold in the first 
year; therefore, depreciation must be provided on £4,900. This, at the 
rate of 10 per cent., is £490. 

The written-down value of the item sold is now £240, that is, £300 les 
depreciation for two years at 10 per cent. per annum, viz., £60. As the 
item is sold for £200, there is a loss on book values of £40, and this mus 
be adjusted in the Plant and Machinery Account. It is done by debiting 
Plant Disposals and crediting Plant and Machinery with £40, the latter 
account also being cred ted with cash received, £200. Alternatively, Plant 
and Machinery could be credited with the written-down book value of the 
item sold, £240, and Plant Disposals Account debited. Cash received, 
£200. would then be credited direct to Plant Disposals Account. In our 
workings, however, we have elected to show the loss on the sale in the 
Plant and Machinery Account, as more suitable in an examinat on working, 
and avoiding the necess ty of setting out the Plint D’sposals Account to 
show we understand that the transaction has resulted in a loss, and what 
is the extent of that loss. 


We can now set out the second year’s transactions in the Plant and 
Machinery Account, thus: 
1945 1946 


Jaly 1. To Balance... .. .. M43 JumeD. By Cash .. 2. os x 
» Plant Disposals 
Account (loss 
on sale) ... .. 
» Depreciation . 
» Balance .. 


£4,435 


1946 

July 1. To Balance . .. .. .. £3,705 

Incidentally, a word of advice to students: Always bring down the 
balance. We have chosen to date the balance as July 1, but no examiner 
would object if it were dated as June 30. 

There remains the Plant Disposals Account, which it will be remembered 
was left open at 30th June, 1945, and at 30th June, 1946, stands as follows: 

1946 1945 


June 30. To Plent and Machinery June 30. By Plant and Machinery 
(loss on sale) . .. - £40 (gain on sale) .. 





sllows: 


ery 


. 
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The account thus shows a-debit balance, or net loss, of £25. Whatever 
the proprietors of the business may think of the impropriety of taking into 

fit any gains on sale of plant, as being capital gains, they should have 
no hesitation in deciding to write off losses. We shall assume, accordingly, 
that the account is now closed by debiting Profitand Loss Account and 
crediting Plant Disposals Account with £25. This is not, strictly speaking, 
a loss to be charged against the year's trading. In our present example 
the business has been in operation only two years. In practice we find 
lant sold after it has been in use ten or fifteen years. It would not be 
right to regard any gain or loss made on sale as being a gain or loss on 
the year’s operations ; it is a gain or loss arising from a number of years’ 
transactions. Therefore, it is best shown in the non-operating section of 
the Profit and Loss Account to which the year’s net operating profit or 
loss is brought down. Theoretically, the amount of the gain or loss could 
be posted direct to Profit and Loss Appropriation Account, but usually the 
accountant will prefer to bring into that account the net result of the year’s 
transactions, after providing for any adjustments not applicable to the 
year’s trading, the only other entries to the account being appropriations 
of profit, whether by dividends or other forms of distributions to pro- 
prietors, or by transfers to reserves or provisions. 

This completes the working of the transactions set out in the question, 
but not in the manner required by the examiner. The material, however, 
is supplied for a comparison between the method of showing the provision 
for depreciation in the asset account and showing it in a separate account, 
and to bring out clearly certain advantages the latter method has over the 
former. 

It is possible the proprietor of the business may wish to know the cost 
of the plant and machinery still in use, and what amount of depreciation 
has been provided in respect of it. The account in the ledger does not 
readily furnish this information. His accountant, in order to give him the 
particulars he requires, will prepare a statement somewhat on these lines: 

yo ee eS a ee 
Less Cost of Plant sold— 
OS) 2 Fea ee ee a 


OG Re ee 
a 400 


ER SPINE 535. iw a: 4a ee ca ee oe os ae Sh ow: OH 


ee NE Oe FE Ob WP 6. 6c 44 dm M0 66 K0. ce 6d 4a 0p 
Depreciation—£4,100 @ 10% p.a., 2 years .. .. .. .. 
£500 @ 10% p.a., 14 years .. a 


re a ee 895 


Written-down value as Ledger .. .. .. .. 2. ce ee ce ee we ee «£3,705 


We can imagine the proprietor saying, “Good! But in the next few 
years | propose to buy a considerable amount of new plant. I shall have 
no further use for some of the present plant. I shall sell what I can, but 
some machines I shall probably have to scrap. If you have to prepare a 
statement like this every year I imagine it will become somewhat com- 
plicated. Isn't it possible to set out the account in the ledger so that the 
details will be available at any time?” The accountant should be able to say 
that this was quite an easy matter; all that would be required would be to 
open a separate “Provision for Depreciation on Plant and Machinery 
Account.” This he would do by entering a simple journal entry, viz. : 
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1946 


July 1. Plant and Machinery Dr. £895 
To Provision tor Depreciation on 
Plant and Machinery 


For Depreciation charged to 30/6/45 on 
P ant and Machinery transferred 
to Provision Account 


Instead of one account, Plant and Machinery, showing a debit balance 
of £3,705, he would now have two accounts, v.z., Plant and Machinery, 
with a debit balance of £4,600, and Prov.s.on for Depreciation on Plant 
and Machinery, with a credit balance of £895. Although the latter account 
shows a cred.t balance, he would most suitably open it in the Fixed Assets 
section of his ledger, immediately following the asset account, as, in the 
balance sheet, the amount of the account will be shown as a deduction from 
the Plant and Machinery figure. 

The exam.ner who drafted the question would, however, probably not 
be satisfied with this method of answering the question. He would expect 
the two accounts to be opened at the beginning and the transactions 
properly recorded in them as they occur. We shall, accordingly, now 
consider the working of the problem in the manner desired, but we already 
have the answer. Our preliminary treatment has shown that Plant and 
Machinery Account must close with a debit balance of £4,600, and Pro- 
vision for Depreciation on Plant and Machinery Account must close with 
a credit balance of £895. 

The examiner asks for ledger accounts only, but the wise candidate 
would sketch out journal entries to cover each transaction, including those 
which in practice would appear in the cash book. As these journal entries 
would not be handed in with the answers, narrations could usually be s:fely 
omitted. In the entries that follow sufficient narration will be supplied to 


explain the nature of the entry. Following them through in order of dates, 
they are: 


1944 
(1) July 1. Plant and Machinery Dr. £4,500 
To Cash 
Plant and Machinery purchased 


(2) Dec. 31. Plant and Machinery Dr. £500 
To Cash 
Purchases 
1945 


(3) June 30. Cash Dr.. £105 
To Plant and Machinery £105 
Plant sold 


Note that so far the entries do not differ from those described earlier 
where no separate Provision Accuunt is in use. If the alternative method 
of transferring the original cost of plant sold to a “Plant Sales Account” 
is used the credit in entry (3) will be to “Plant Sales” or “Plint Ds- 
posals.” There remains, in respect of entries to 30th June, 1945, the 
providing of depreciation, and the adiustment of gain on sale of plant sold, 
and these bring into operation the “Provision for Depreciation Account. 
The entries are: 


1945 
(4) June 30. Depreciation Dr. £475 
To Provision for Depreci-tion 
on Plant and Machinery 
Depreciation provided as fo'lows: 
10% on £4599 £450 
% on 500 25 
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(5) June 30. Plant and Machinery Dr. £15 
To Plant Disposals 


Gain on sale of Plant 
(6) June 30. Provision for Depreciation on Plant 
and Machinery 
To Plant and Machinery 
Writing back of Depreciation provided 
on Plant sold 

It will be observed that in journal entry (4) no depreciation is brought 
into Plant and Machinery Account. Depreciation Account is debited (or 
there may be a separate account for Depreci-tion on Plant and Machinery) 
and this is writteri off as a loss when the closing entries are made. 
How the gain on sale shown in journal entry (5) is ascertained is explained 
earlier in this art cle. Journal entry (6) may need some explination. The 
adjustment in Plant and Machinery Account on the sale of the item of 
plant—entries (3) and (5)—is based on written-down value of the item. 
Plant and Mach'nery Account, however, shows its value at cost, and the 
Provision for Depreciation contains the provision on the item. Accordingly 
entry (6) is made, to write out of the accounts the provision of £10 made 
for a year’s depreciation on the plant sold. This provision can be readily 
calculated as 10 per cent. for one year on £100. To ascertain depreciation 
charged to date on articles which are sold in I-ter years, and, consequently, 
the loss or gain on written down values, will not be so easy, unless a Plant 
Register or Plant Ledger is kept. Such a register or ledger, if properly 
designed, will show date of purchase, purchase price, depreciation charged, 
and the written-down value at date of sale. 

The journal entries for the second year’s transactions are: 


1946 
(7) June 30. Cash Dr. £200 
To Plant and Machinery 
Plant sold 
(8) June 30. Depreciation Dr. £490 
To Provision for Depreciation on 
Plant and Machinery 
Depreciation provided: 
10% on cost, £4,900. 
(9) June 30. Plant Disposals 
To Plant and Machinery 
Loss on Book Value (£240) 
on sale of Plant for £200. 
(10) June 30. Provision for Depreciation on Plant 
and Machinerv 
To Plant and Machinery 
Writing back of Derreciation provided 
on Plant sold (£300 for 2 years at 
10% p.a.). 
All the trans*ctions having now been recorded in journal form, it only 
remains to set them out in ledger form, and thus furnish the answer to the 
question. 


Plant and Machinery 
1944 1945 
July 1. To Cash (1) .. .. .. £4,500 June 30. By Cash (3) .. .. .. £105 
ea 500 


Provision for De- 
preciation (6) .. 10 
» Plant Disposals (5) » Balance... ...... 4900 


£5,015 


Dec. 31. ,, Cash (2) 


” 
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1946 
To Balance .. .. .. .. £4,900 June 30. By Cash (7) .. . 
5 remit Disposals (9) 
» Provision for De- 
preciation satel 
eee 


£4,900 


To Balance .. .. .. .. £4,600 


Provision for Depreciation on Plant and Machinery 
1945 
To Plant and June 30. By Depreciation (4) .. 


Machinery (6) ~~ ae 
a 


£475 


1945 
To Plant and jus 1. By Balance .. 2. se an 
1946 


Machinery wed . £60 
~» DOINMCE .. . 895 June 30. ,, Depreciation (8) 


£955 


1946 
July 1. By Balance .. .. .. .. 


In the balance sheet the balances will be set out in the Fixed Assets 
group thus: 


Plant and Machinery, at cost .. .. .. .. .. .. .. -- £4,600 
Less Provision for Depreciation .. .. .. .. .. .. 895 


The differences in treatment where a Provision for Depreciation Account 
is in use should be evident from this article, but it may be useful to 
recapitulate them briefly. 

(a) If there is no Provision Account, debit the Asset with purchases 
and gains on sales; credit it with cash received for sales, losses on sales 
and depreciation provided. 

(b) If there is a Provision Account— 

(i) Debit Asset with purchases and gains on sales, credit it with 
cash received for sales and losses on sales; 
(ii) Credit Provision with depreciation provided ; 
(iii) Debit Provision and credit Asset with depreciation provided 
to date of sale on items sold. 





THE AUSTRALIAN ACCOUNTANT 439 


Application of Accounting Procedure as the Basis of 
Securing Financial Control for a Manufacturing 
Enterprise 


(Being a Thesis by E. S. Gardner, a student in the Department of 
Commerce, Melbourne Technical College) 


INTRODUCTION 


The importance and necessity of securing financial control in a manu- 
facturing enterprise is attributable to the predominance in modern industry 
of mechanisation, specialisation and mass production, and the highly skilled 
and high-speed methods of production associated with these major features. 

These major features require a high percentage of fixed capital invest- 
ment, which creates many complexities of organisation-and accounting 
which could not be controlled by the mere recording of accounts. 

These complexiti¢s have placed heavier responsibilities on the account- 
ancy realm, which can only be discharged by a reorganisation of many 
past practices, and introduction of a scientifically constructed system which 
includes managerial and cost accounting, budgetary control, statistical 
analysis, interpretation and presentation. 

The establishment of these scientific phases and their auxiliaries has 
made a paramount contribution to the development of modern industrial 
accounting, and has created the means whereby business enterprises, with 
their many complexities, can be adequately and efficiently controlled. 


HIsTorRIcAL SuRVEY OF ACCOUNTING 


It has been recorded that accounting can be dated from the times of 
antiquity, when traders had persons in their employ who were charged 
with the necessity of keeping records of accounts, and such records are 
mentioned in connection with the Chinese, the Egyptians, the Phoenicians 
and the Arabs. 

Even in these times some emphasis was placed upon the cost aspect, and 
in Breasted’s volume on the History of Humanity it is pointed out that 
3,000 years before Christ a detailed report was submitted to the Pharaohs 
each year on the cost of the harvest so that just taxes on wheat could be 
levied, whilst the following quotation from the Code of Manu is significant : 

“The sales price of merchandise shall be evaluated according to the 
distance it has travelled, the time it is kept in storage, the expenses 
connected with it, the time it has to travel to reach its final destination 
and the profit that can be anticipated.” 

Dr. Alphonse Perren, in a N.A.C.A. Bulletin, gives instances of primi- 
tive forms of accounting under the Greek and Roman Empires, the 
appearance of independent public accountants called “rationari” in Italy in 
the ninth century, and evidences of cost accounting in Italy at the beginning 
of the fourteenth century. . 

Turning to Great Britain, records of indebtedness were kept under the 
ancient handicraft methods of production with the granting of credit, 
whilst at a later stage the merchant class, living principally by exchange, 
hot production, kept records by double entry. 

With the advent of the Industrial Revolution, and the consequential 
climination of .the craft industries, owners of factories and machines 
incurred labour costs, and the revenue was set against the expenditure for 
tach period, giving the result of trading which was compared with the 


. 
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previous periods. It was found that estimates of profits were often jg 
marked disagreement with final accounts, being mainly traceable to the lack 
of understanding in relation to overhead expense. 

This was followed by attempts at allocation on the bases of Prime Cost, 
Labour, Labour and Machine Hours, with comparatively inefficient and 
non-informative results. 

In the nineteenth century, it appears, emphasis was placed upon the 
preparation of balance sheets and profit and loss accounts to ensure there 
should be no risk of overstatement of profits and the consequent payment 
of dividends out of capital, which, in effect, was the safeguarding of the 
rights and interests of the proprietors of the businesses. 

In the next stage of account.ng, the provision of information as an aid 
to business management became of paramount importance, and resulted in 
the rise of cost accounting in the form of a cost finding function. 

With the development of modern methods of business, there came 
a demand for more comprehensive information relating to the internal 
operations, combined with a sutvey of external factors. 

The demand for this information indicated the inefficiency of job costing 
methods, and showed the necessity and value of predetermination in 
relation to measurement of efficiency and trends in all operations of the 
enterprise, and created the control by Budgets, Standard Costs and 
Statistics. 

These controls are designed for the maximum use by management, and 
the essential outlook of this managerial accounting is towards the future, 
whilst also having a control aspect dealing with the present. 


FINANCIAL, CosT AND MANAGERIAL ACCOUNTING 


The primary responsibilities of the general executives who control and 
co-ordinate the three major functions of finance, production and distri- 
bution, is preservation of the proprietor’s or shareholders’ equity and the 
earning of a reasonable profit or dividend on that equity. 

Ordinarily, the general or financial accounts record the external trans- 
actions of the business in relation to the outlays for materials, labour and 
other expenses on the one hand, the income from sales and other income 
on the other hand, attended by a periodical summary, correctly adjusted, 
to show the net result of trading for the period. 

However, between these two groups of transactions lies the whole and 
often multitudinous range of manufacturing operations, involving all the 
costs of converting raw materials into finished goods ready for sale. Unless 
control and measurement of the efficiency of the performance of these 
operations is exercised, the total and real costs of the finished products 
may rise to a point where a profitable sale is impossible. The financial 
accounts will only show such conditions in existence as a “post-mortem,” 
but cost accounting is designed to record and analyse these internal opera 
tions, and interpret and display the causes of inefficiencies and variances 
at a sufficiently early date to enable prompt and remedial action to be 
taken to prevent these variances assuming major proportions. 

It is essential that the costing records completely reconcile with the 
financial records, otherwise their value as an aid to management is worth- 
less and results in dependency and guidance being transferred to the 
financial accounts. 

The nature of cost accounting may therefore be summarised as record- 
ing, reconciling, standardising, forecasting, analysing, comparing, reporting 
and recommending, and it may be said it supplements the records of 
financial accounting. 
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Managerial accounting requires a sound knowledge of production 
methods, enabling the exercise of sound judgment, the perception of only 
those things’ which really matter, the reporting to management of informa- 
tion which will be valuable, and the presentation of the data in such a 
manner and form that it can be immediately comprehended by management. 

Managerial accounting embraces financial and cost accounting and uses 
them to a large degree in its programme of budgetary control. Budgetary 
control is brought to its highest peak of efficiency through the flexible 
budget. which enables a natural step towards profit control—the analysis 
and calculation of profits at any volume of turnover (vide Table No. 1 for 
profit graph ). 

Further functions of managerial accounting are the accumulation, tabu- 
lation and presentation ef vital statistics, and the study of business 
economics to assess, with reasonable accuracy, the extent to which business 
is likely to be influenced by external conditions. 


TABLE 1.—Prorit GRAPH 


VARIABLE 
COSTS 











* Copocity Operation 


(To be continued.) 
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Book Reviews 


Practical Cost Accounts, by Andrew Miller, J.P. 4th Edition, 1946. (G 
& Co. Ltd., London.) Pp. 112 plus 33 Forms and Graphs. P 
19/6. 

Production Costs and Estimates, by Andrew Miller, J.P. Enlarged 
tion, 1946. (Gee & Co. Ltd., London.) Pp. 135 plus 43 Specim 
and Explanatory Forms. Price 19/6. 


In each of these two small books, by a Fellow of the Institute of 
and Works Accountants, the familiar and traditional ground of introducte 
works on cost accounting is covered—material and labour costs, onco 
job and process costs, and the relation between cost and financial account 
In the latter book the discussion is generally slightly more detailed than 
the former, but in each several examination questions, a large proportigg 
of which is from the papers of the Institute of Cost and Works Accountant 
appear at the end of each chapter; in many cases the substance of th 
questions is not covered by the text. The topics of standard costs a 
budgetary control are included in Practical Cost Accounts—in chapters 
four pages each. 
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